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MEANING OF THE TERM “PUBLIC INTER- 
EST, CONVENIENCE OR NECESSITY” UNDER 
THE COMMUNICATIONS ACT OF 1934, AS 
APPLIED TO APPLICATIONS FOR LI- 
CENSES TO CONSTRUCT NEW 
BROADCASTING STATIONS 


GILES H. PENSTONE 
of the Illinois Barj 


Section 307 (a) of the Communications Act of 1934,’ 
provides as follows: 


The Commission, if public convenience, interest, or necessity 
will be served thereby, subject to the limitations of this Chapter, 
shall grant to any applicant therefor a station license provided 
for by this Chapter. (Italics supplied.) 


Section 309 (a) of the Act’ provides in part as follows: 


If upon examination of any application for a station license 

. the Commission shall determine that public interest, con- 

venience, or necessity would be served by the granting thereof, 

it shall authorize the issuance . . . thereof in accordance with 
said finding. (Italics supplied.) 


The entire basis for the granting or denial of such ap- 
plications, aside from certain statutory requirements and 
prohibitions,® is “public interest, convenience or neces- 


+ Now Assistant Counsel, Rural Electrification Administration, United States 
Department of Agriculture. 

148 Stat. 1083 (1934), as amended June 5, 1936; 49 Stat. 1475; 47 U.S.C. 
Supp. § 307(a) (1939). 

248 Stat. 1085 (1934); 47 U. S. C. §309(a) (1934). 

3 See sections 307(b), 310, and 311 of the Act; 48 Stat. 1083 (1934), as 
amended June 5, 1936, 49 Stat. 1475, 47 U. S. C. §307(b); 48 Stat. 1086 
(1934), 47 U. S. C. $310; 48 Stat. 1086 (1934), 47 U. S. C. $311. 
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sity,” and the grant of a license is mandatory if public 
interest, convenience or necessity will be served by such 
grant. 

This term is comparatively new and the purpose of 
this study has been to determine whether the decisions 
of the Federal Communications Commission, as modified 
in a few instances by the courts, have so defined the term 
that it now has a well established meaning, or whether it, 
as has been said, means “simply what the Commissioners 
Say it is at the time they render a decision.” * 

An analysis of the decisions of the Commission handed 
down during the years of 1934, 1935 and 1936 has been 
previously published by Maurice M. Jansky,’ which 
covered 121 applications for licenses to construct new 
broadcasting stations. 

A further analysis has been made of decisions by the 
Commission during the years 1937, 1938, 1939 and 1940 
in connection with 286 additional applications for li- 
censes to establish new broadcasting stations. 

Both Jansky’s and the writer’s analyses are based only 
upon decisions made after a hearing, and pursuant to 
which written opinions were issued. It has always been 
‘the practice of the Commission to grant licenses without 
any hearing if it could determine from the application 
that public interest, convenience or necessity would be 
served by the grant. Then in February, 1939, the Com- 
mission adopted the viewpoint that it was not obligated 
to make findings even in cases where applications were 
granted after hearings,° and 11 applications were granted 
in 1939 and 8 in 1940, after hearings but without any 
findings. No consideration has been given to such grants 
Tribunals with Particular Reference to the Federal Communications Com- 
mission (1938) 7 Geo. Wasu. L. Rev. 740, 762. 

5 Maurice M. Jansky, An Analyses of the Standard of Public Interest, Con- 


venience, and Necessity as Defined by the Federal Communications Commission 
(1937) 6 Geo. WAsnh. L. Rev. 21. 
6 Louis G. Caldwell, Federal Communications Commission—Comments on the 


Report of the Staff of the Attorney General’s Committee on Administrative 
Law. (1940) 8 Geo. Wasu. L. Rev. 749, 761. 
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made without hearings or after hearings but without 
findings. All decisions prior to 1939 are incorporated 
in the printed reports of the Commission, but except for 
a few cases, it has been necessary to rely on the mimeo- 
graphed material released by the Commission for all 
1939 and 1940 decisions. 

Of the 407 applications considered during the seven 
years in question, 167 were granted and 240 were denied. 

It was formerly the practice of the Commission to 
precede its opinions with a short headnote setting forth, 
inter alia, the findings upon which its decisions were 
based. The greater part of Volume 4 of its reports, how- 
ever, contains no such summary. When Volumes 5 and 
6 were issued, however, they contained at the end of each 
decision a short statement of “Grounds for Decision,” 
and that is apparently still the practice of the Commis- 
sion. However, in analyzing the decisions during the 
years 1937 to 1940, both inclusive, consideration has been 
given in each case to all findings of fact, or statements 
as to what the evidence was, irrespective of whether or 
not such facts were included in the headnote or “grounds 
for decision.” The number of cases considered, the facts 
upon which the Commission apparently based its deci- 
sions, and the number of times such facts were indicated 
from the decisions of the Commission for each of the 
years 1934 to 1940, both inclusive, are set out in tabular 
form as follows: * 

LIcENSES GRANTED 


1934 1935 1936 1937 1938 1939 1940 Total 
Number of Cases Considered 9 11 32 39 48 17 11 167 
Facts Upon Which Deci- 
sions Based 
1. Public need for proposed 
service 31 37 151 
2. Applicant legally, tech- 
nically and _ financially 
qualified 15 39 137 
. Will create no objection- 
able electrical interfer- 
ence to existing stations 23 34 13 2 129 


7 The data for the years 1934 to 1936, inclusive, was taken from Jansky’s 
article. (1937) 6 Geo. WaAsn. L. Rev. 21, 23, supra note 5. 
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1934 1935 1936 1937 1938 1939 1940 Total 
Number of Cases Considered 9 11 32 39 48 17 1l 167 


4. Programs proposed are 

meritorious and suited to 

needs of community ® aa én 39 46 12 104 
. Adequate program mate- 

rial is available as wa 31 42 11 88 


. Adequate commercial 

support is available i a 29 11 88 
. Grant of application 

proper as it falls within 

the exception of section 

307(b) of the Act per- 

mitting disregard of quo- 

tas in respect of 100 watt 

stations ® 


. Competition desirable 
and grant of application 
will not impair service 
to the public by existing 
stations 

. Need for proposed serv- 
ice outweighs some in- 
terference with existing 
stations 

. Grant of application is 
in accordance with sec- 
tion 307(b) of the Act?° .. 

. Need for proposed serv- 
ice outweighs necessity 
for departure from Com- 
mission’s policies with 
respect to service limita- 
tions on stations of type 
requested 

. Grant of application 
would work1! no _ ob- 
jection to Davis amend- 


0 


8Items marked with a dash for the years 1934, 1935 and 1936 were not 
tabulated by Jansky, and it is probable that he merely did not consider such 
items, rather than intending to deny that they were considered at all by the 
Commission. 


® The Act was amended in 1936 to repeal the provisions for zones and quotas, 
by “An Act Relating to the Allocation of Radio Facilities” Public, No. 652, 
74th Congress, approved and effective June 5, 1936, 49 Stat. 1475. However, 
section 307(b) of the Act, as amended by the above Act, now reads as follows: 
In considering applications for licenses, and modifications and renewals 
thereof, when and insofar as there is demand for the same, the Com- 
mission shall make such distribution of licenses, frequencies, hours of oper- 
ation, and of power among the several States and communities as to provide 
a fair, efficient, and equitable distribution of radio service to each of the 
same. (49 Stat. 1475, 47 U. S. C. §307(b)), 
and in its revised form must be considered by the Commission in connection 
with all applications for licenses. 


10 See note 9, supra. 


11 The Davis amendment has been repealed. See note 9, supra. 





Number of Cases Considered 14 9 
Facts Upon Which Deci- 


sions Based 


. Insufficient public need 
for proposed service. 


2. Applicant not financially 


oS eee 
. Grant of application 
would cause objection- 
able electrical interfer- 
ence to existing stations 
. Applicant has not shown 
that station would have 
adequate commercial 
CE Sicessencsens 
. The service area of the 
proposed station would be 
severely limited by exist- 
ing stations®® .......00ce 


6. Another applicant is bet- 


ee 
. Applicant has not shown 
that he would present an 
acceptable program .... 


8. Applicant is a stranger 


10. 





to the community ...... 
. The grant of the applica- 
tion would not be an 
economical use of the 
facilities requested 14 ... 
Applicant not technical- 
ly qualified or his equip- 
ment not technically sat- 
eae 
. Grant of application 

would require deletion 

of an existing station... 
. Adequate program ma- 
terial not available...... 





7 4 
9 6 
3 3 
0 0 
0 0 
3 1 
0 0 
0 0 
2 0 
4 0 


LIcENSES DENIED 
1934 1935 1936 1937 1938 1939 1940 Total 
46 


17 
11 


14 


54 


1 
3 





94 


62 
17 


23 


25 


26 
15 


13 


2 
7 


spective of whether or not need for the service existed. 


(5 cases). 


b. Applicant did not propose to operate enough hours per day (4 cases). 
c. Clear channel frequency requested not warranted by needs of com- 


munity (4 cases). 


d. Power requested too low for requirements of area (1 case). 
e. Frequency requested reserved, under rules of Commission, for higher 
powered stations (1 case). 


13 


1 
0 


PUBLIC INTEREST AS APPLIED TO RADIO DECISIONS 


10 


0 
0 





12 This factor was limited in Jansky’s article covering the years 1934, 1935 
and 1936, to those cases in which need for the proposed service was shown. 
In analyzing the decisions during subsequent years, however, the lack of ade- 
quate commercial support was noted in all cases where it was a factor, irre- 
In fact, the Com- 
mission often seemed to regard applicant’s failures to prove adequate commer- 
cial support as evidence of lack of need for the proposed services. 


13 This factor might well be considered in connection with factor number 9 
(not an economical use of facilities) but because of the number of times it was 
involved, has been tabulated separately. 


14 This factor includes, inter alia, such specific objections as the following: 


a. Regional frequency requested not warranted by needs of community 
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1934 1935 1936 1937 1938 1939 1940 Total 
Number of Cases Considered 14 9 46 54 94 13 10 240 


13. Applicant already owns 
station in area a ee - 7 2 0 10 
14. Applicant not legally 
qualified or of unfit 
character to hold a li- 
cense 
. Another community from 
which a conflicting appli- 
cation has been filed 
needs service worse than 
applicant’s community... 
. Applicant is not real 
party in interest 
7. Grant of application 
would be in violation of 
sec. 307(b) of the Act?5 
. Grant of the application 
would be contrary to the 
Davis amendment?!® 


. Programs of research 
proposed in connection 
with special experimental 
stations give no reason- 
able promise of any 
worth while contribution 
to the science of broad- 
casting 

. License will not be 
granted to serve appli- 
cant’s own purposes or 
the interest of a special 
or limited class of people .. 

21. Existing station would 
be unable to stand eco- 
nomic competition of ap- 
plicant 

. No assurance that appli- 
cant would continue to 
reside in community.... 

. Applicant would  elimi- 
nate competition with ex- 
isting station by using 
its manager 

24. If applicant wishes to 
assert that existing sta- 
tion is not making effi- 
cient use of its facilities, 
should have applied for 
facilities of such exist- 
ing station 

. Applicant refused to sub- 
mit further information 
requested by Commis- 
sion 

26. Applicant in default.... 


15 See note 9, supra. 
16 See note 11, supra. 
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It is evident from the above tabulation that the six 
most important factors in influencing the Commission 
to make a finding that the granting of an application will 
serve public interest, convenience, or necessity are the 
following: (1) public need; (2) legal, technical and 
financial qualifications of the applicant; (3) the absence 
of objectionable interference; (4) merit of, and suitabil- 
ity to needs of community of the applicants’ proposed 
programs; (5) availability of adequate program mate- 
rial; and (6) the existence of adequate commercial sup- 
port. 

Of the above six factors, only the first four appear to 
be basic and independent elements in the concept of 
public interest, convenience or necessity. The question 
of adequate program material seems to be an element in 
both the factor of public need and the factor of the merit 
and suitability of proposed programs, and the question 
of adequate commercial support seems to be merely one 
of the evidentiary facts in determining both the existence 
of public need and the financial qualification of the ap- 
plicant. This analysis conflicts to some extent with Mr. 
Jansky’s analysis,’ as will be pointed out. 

These are various factors, of course, which may pre- 
vent the grant of a license to an applicant who can fulfill 
all of the above requirements, the most important of 
which seem to be the creation of objectionable interfer- 
ence to the service of other stations, or the undue restric- 
tion of applicant’s service area by interference from 
existing stations, although there are many other elements, 
as pointed out in the tabulation above, which may result 
in a finding that public interest, convenience or neces- 
sity will not be served by the grant of an application for 
a license. 

The question of technical qualification is beyond the 
scope of this paper, and the matter of electrical inter- 
ference has been largely reduced to a matter of engineer- 


17 See note 5, supra. 
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ing formulas,” and is also beyond the scope of this article. 
However, a further analysis will be made of some of 
the decisions, both of the Commission and of the courts, 
and some comparisons will be made with Mr. Jansky’s 
conclusions in an effort to shed some light on certain of 
the other aspects of the question here considered. Since 
space prohibits a discussion of all the factual elements 
tabulated above, this discussion will be limited to the 
questions mentioned above of public need, legal and 
financial qualification, program merit and suitability, 
program material and commercial support, and to some 
discussion of public interest, convenience or necessity in 
connection with the effect upon existing stations of the 
grant of a new license and in connection with the selec- 
tion of one applicant as better qualified than another, 
except in so far as it is necessary to refer to other points 
in discussing Mr. Jansky’s article. 

Mr. Jansky divided up the elements in public interest, 
convenience or necessity into two broad general classi- 
fications, namely “objective principles” and “subjective 
principles.” ** In the former classification he included 
the following: 


A. The need of service. 

B. Existence of objectionable interference. 
C. Deletion of existing stations. - 

D. The Davis amendment. 

E. Economic tests. 


In the latter classification he included the following: 


A. Financial ability. 

B. Legal and technical ability. 
C. Economical use of facilities. 
D. Regulation of programs. 


18 See Standards of Good Engineering Practice Concerning Standard Broad- 
cast Stations, effective August 1, 1939, Revised to July 20, 1940, issued by the 
Commission. 


19 See note 5, supra. 
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These principles, however, cannot be definitely segre- 
gated in all cases as either objective or subjective ele- 
ments as, in many cases, both subjective and objective 
matters must be considered in reaching a conclusion as 
to whether an applicant sustains the burden of proving 
the existence of the above elements of public interest, 
convenience or necessity. These points will be more fully 
discussed hereinafter in connection with the considera- 
tion of some of the specific elements of public interest, 
convenience or necessity. 

As stated above, since the existence of objectionable 
interference is so largely a technical engineering ques- 
tion, it will not be discussed here. It may be noted in 
passing that the recent cases still support Mr. Jansky’s 
statement that a license will not be granted where there 
is any substantial amount of interference unless there are 
very strong motivating reasons which make the interfer- 
ence of less importance than the need for additional serv- 
ice in the applicant’s area.” 

The policy of the Commission enunciated by Mr. 
Jansky that an existing station will not be deleted to grant 
its facilities to another, in the absence of very compelling 
reasons still stands.“ However, this has been an issue in 
very few of the recent decisions of the Commission and 
for that reason will not be further discussed. 

The Davis amendment has been repealed” and is no 
longer a factor. Section 307 (b) of the Act®* must of 


20 For typical cases, see In re North Jersey “Wyk: Co., Inc., 4 F. C. C. 
247 (1937); In re Continental Radio Company, 4 F. C. 518 (1937) ; In re 
Robert Raymond McCulla, 4 F. C. C. 705 (1937); In re Warren B. Worcester, 
5 F. C. C. 231 (1938); In re Leonard A. Verslius, 6 F. C. C. 164 (1938), 
in which licenses were denied; and In re The Times-Dispatch tee 
Company, Inc., 3 F. C. C. 666 (1937) ; In re Carl E. Haymond, 4 c.. ©. 
141 (1937); In re Harry Schwartz, 5 F. C. C. 677 (1938) ; In re Petersburg 
Newspaper Corporation, 6 F. C. C. 237 (1938); In re Radio Voice of Spring- 
field, Inc., Docket No. 5704, Decided June 17, 1940, in which licenses were 
granted. 


21 For typical cases, see In re H. Wimpy and Jn re Americus Broadcast Cor- 
poration, 4 F. C. C. 178 (1937); In re C. Bruce McConnell and In re Knox 
Radio Corporation, 6 F. C. C. 167 (1938). 


22 See note 11, supra. 
23 See note 9, supra. 
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course still be observed and is, therefore, presumably a 
factor in every decision of the Commission, although in 
only a few of its decisions is it expressly referred to. 
The other principles stated by Mr. Jansky will be 
referred to in connection with the various factors herein- 
after discussed. 
PUBLIC NEED 


The question of need for the proposed service is both 
the most universally present factor in the decisions of 
the Commission and at the same time the most intangible 
and difficult element to define. Each case is different, 
and since the judgments of various individuals, including 
those who are from time to time members of the Com- 
mission, also differs, it is impossible to lay down any 
precise definitions of need, or to eliminate the personal 
element in determining need. 

Consideration of the facts respecting a large number 
of applications which have been made to the Commis- 
sion for licenses to construct new stations, however, and 
study of the findings of the Commission with respect to 
such facts may serve as a partial guide to what the proba- 
ble decision of the Commission will be on a given set of 
facts. In any event it will bring out certain points which 
should be emphasized in presenting an application, and 
will give some clues as to the type of evidence which is 
apt to bear most weight. 

In determining whether or not there is a public need 
for a new station, the most important factors seem to be, 
first, the population of the area which would be served 
by the proposed station, and second, the type of service 
already available. The volume and type of business done 
in the area is also of great importance in determining 
whether there is a need for an additional station and 
whether or not there will be sufficient commercial sup- 
port to sustain the proposed station. 

Statistics as to the populations of municipalities or 
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metropolitan areas“ involved in decisions of the Com- 
mission show that, generally speaking, the larger the 
city, the more stations will be permitted within its limits. 
The following is a tabulation with respect to the popula- 
tions and service available in the 103 cases during the 
years 1937 to 1940, both inclusive, where there was held 
to be a public need for the proposed service and of 73 
of the 89 cases” for the same years where there was held 
to be an insufficient public need for such proposed serv- 
ice. 
Cases WHERE THE COMMISSION FouND A PuBLiIc NEED 

FOR THE PROPOSED SERVICE 


Number Approximate 
of Average Population Range for 
Service Available Cases Population This Group of Cases 
No station and no technical- 
ly satisfactory service?®.. 52 18,000 2,39927 to  49,67728 


No station in city but pri- 
mary service apparently 


—— eS are 21 37,000 9.13729 to —- 80,715 30 
CN NN So geek maoenne 20 109,000 33,61331 to 346,53032 
(se 5 235,000 148,71333 to 364,161 34 
TReOG SERMONS .0.0 cccsccccs 4 279,000 155,3902%5 to 404,39636 
Ee ee ee 330,761 37 









24In each case of a small or medium sized city, the population considered 
was that of the city alone, generally according to the 1930 census figures, ex- 
cept in a few cases where more than one such city was in very close proximity, 
so as to constitute practically one urban area, in which event the populations 
of such adjacent cities were combined. In the cases of larger cities, with ad- 
a suburbs, the populations of the entire metropolitan areas were generally 
used. 

25 See note 39, below, for explanation as to why all of 89 decisions in which 
there was held to be insufficient public need are not included in table. 

26 Unsatisfactory technical service is used here to cover cases where the serv- 
ice was inadequate because of either too weak a signal (generally a lack of 
primary service) or because the service was furnished too few hours per days. 
The “primary service area” of a station is defined as “the area in which the 
ground wave is not subject to objectionable interference or objectionable fad- 
ing.’ (“Federal Communications Commission, Rules Governing Standard 
Broadcast Stations,” Part 3, p. 2.) The signal strength necessary to provide 
primary service is stated as follows in the Commission’s “Standards of Good 
Engineering Practice Concerning Standard Broadcast Stations” (p. 5): 


Field Intensity 


Area Ground Wave 
City business or factory areas ......sccccscecs 10—50 mv/m 
CAO SEINE GOUEE oo oois-0 cine oscececs teaure 2—10 mv/m 
Rural—all areas during winter or northern 

ee ee rn 0.1—0.5 mv/m 
Rural—southern areas during summer ......... 0.25—1.0 mv/m 


27 In re Garden Island Publishing Company, Ltd., 6 F. C. C. 422 (1938) 
(Lihue, Hawaii). 
28 In re Harold Thomas, 4 F. C. C. 376 (1937) (Pittsfield, Mass.). 
29 In re R. H. Nichols et al., 6 F. C. C. 244 (1938) (Vernon, Texas). 
30 In re Saginaw Broadcasting Company, Doc. 3651, and Jn re Harold F. 
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CasES WHERE THE COMMISSION FouND INSUFFICIENT 
Pusiic NEED FOR THE PROPOSED SERVICE 


Number Approximate 
of Average Population Range for 
Service Available 38 Cases Population This Group of Cases 


No station ‘ 13,000 1,252 to 22,7614 
One station 79,000 22,101 41 to 3 
Two stations 177,000 57,89943 to 
Three stations 397,000 141 "25845 to 
Four stations 908,000 340, "400 47 to 1,194, 989 48 
Five stations*® or more. 1,120,000 273,851 5° to 2, 347, 14851 


Gross and Edmund C. Shields, Doc. 3899, both decided Nov. 2, 1939 (Saginaw, 
Mich). In this case, the Commission first denied a license to Saginaw Broad- 
casting Company and granted one to Gross and Shields (March 16, 1937, 4 
F. C. C. 110) on the ground that the city needed one station but could’ not sup- 
port two. This decision was reversed by the Circuit Court of Appeals for the 
District of Columbia in 1938 (Saginaw Broadcasting Company v. Federal Com- 
munications Commission, 96 F. (2d) 554), and on rehearing the above orders 
were entered granting both licenses. 

31 Jn re The News-Press Publishing Company, 4 F. C. C. 117 (1937) (Santa 
Barbara, Calif.). 

“i be ~ re Community Broadcasting Company, 4 F. C. C. 422 (1937) (Toledo, 
io 

33 In re The Metropolis Company, 6 F. C. C. 425 (1938) (Jacksonville, Fla.). 

84 Jy re Glenn Van Auken, 4 F. C. C. 169 (1937) (Indianapolis, Ind.). 

35 In re Fred A. Baxter, 3 F. C. C. 637 (1937) (Superior, Wis., a part of the 
metropolitan area of Duluth, Minn.). 

“ . re Kentucky Broadcasting Corporation, 6 F. C. C. 776 (1939) (Louis- 
ville, Ky.). 

87 In re F. W. Meyer, Doc. 5074, Decided Nov. 15, 1939 (Denver, Colo.). 
However, of the four stations operating in this metropolitan area, one was only 
a part time station devoted entirely to religious matters. 

88 It is not possible from the reports to determine in all these cases whether 
or not primary service was available so the only information in this table is 
the number of stations in the city or metropolitan area. In at least 5 of the 
above 13 cases it appeared either that service available was too weak in the 
business districts to constitute primary service, or that the closest stations were 
so far away as to make it doubtful if they could render primary service. Typi- 
cal examples are In re Hannibal Broadcasting Company and Jn re The Courier- 
Post Publishing Company, 4 F. C. C. 505 (1937), involving Hannibal, Missouri, 
a city with a population of 22,761, where the strongest signal during day time 
hours amounted to 5 mv/m and during the night to 2 mv/m, and Jn re Edwin 
A. Kraft, 4 F. C. C. 354 (1937), involving Petersburg, Alaska, a town with a 
population of 1,252, ‘and where the closest station was a one KW station at 
Ketchikan, Alaska, 115 miles away. The above decision with respect to the 
Courier-Post Publishing Company was reversed, however, by the Circuit Court 
of Appeals for the District of Columbia, upon the basis that there was a need 
for the proposed service. The Courier-Post Publishing Company v. Federal 
Communications Commission, 104 F. (2d) 213 (App. D. C. 1939). 

39 There were 15 other cases where there was no station in the town, but these 
other cases involved suburbs of larger cities, or towns so close to a large city 
as to be within its trading area and readily ‘served by its stations. Because of 
this difference these cases were excluded from the table. If they were included, 
the average population of the group of cities where licenses were denied, even 
though the city had no station, would be increased from 13,000 to 31,000. There 
was ‘also one case in which the city had no station, but a station in a neighbor- 
ing city had a studio in the city involved so this case was excluded from the 
table. 

40 Petersburg, Alaska and Hannibal, Mo. See note 38, supra. If we eliminate 
the Hannibal cases from consideration because of the subsequent reversal, then 
the largest ~ in the group would be La Porte, Indiana, a city of 15,755. See 
In re Gerald A. Travis, 5 F. C. C. 689 (1938). 
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It seems worthy of note that of the 103 cases in which 
there was a finding of the existence of public need, 73 
involved cities without any station. It should also be 
noted that out of 86 applications involving cities without 
broadcast stations (excluding applications with respect 
to suburban cities or cities close to larger cities) °° where 
there were findings by the Commission as to the existence 
or lack of public need, in 73 of such cases the Commis- 
sion found that there was a public need for the proposed 
service. However, the Circuit Court of Appeals for the 
District of Columbia has stated that it does not follow 
as a matter of inference from findings by the Commission 
as to population, size of the trading area, number and 
nature of business enterprises and extent of existing serv- 
ice that an additional station is required.“ The court 
said that the findings of fact which it would expect from 
the Commission would be those concerning the adequacy 
of the existing service, its financial stability, and its abil- 
ity to supply the demands of the advertisers and perform- 
ers of the community. 

It may, therefore, be worthwhile to tabulate the facts 
found by the Commission upon which it based its findings 
as to the need or lack of need of proposed broadcast 
services in those cases where need or the lack of it, was 

41 Jn re Shirley D. Parker, 6 F. C. C. 198 (1938) (Yakima, Wash.) 
42 In re Valley Broadcasting Company, 5 F. C. C. 223 (1938) (Youngstown, 
ay re Madison Broadcasting Company, 6 F. C. C. 216 (1938) (Madison, 


Wis.). 
44 In re The Louisville Times Company, 5 F. C. C. 554 (1938) (Louisville, 


Wi. re World Publishing Company, 6 F. C. C. 86 (1938) (Tulsa, Okla.). 
46 In re The Colonial Network, 5 F. C. C. 654 (1938) (Providence, R. I.). 
ca “4 re Continental Radio Company, 4 F. C. C. 518 (1937) (Columbus, 

io). 

48 In re Great Lakes Broadcasting Corporation, 5 F. C. C. 712 (1938), Cleve- 
land, Ohio). 

49 Average number of stations in cities considered 6.33. 

50 Jn re Central States Broadcasting Co., 4 F. C. C. 562 (1937) (Council 
Bluffs, ~~ of metropolitan district of Omaha, Neb.). 

51 In re Young People’s Association for the Propagation of the Gospel, 6 
F. C. C. 178 (1938) (Philadelphia, Pa.). 

52 See note 39, supra. 


53 Tri-State Broadcasting Co., Inc. v. Federal Communications Commission, 
96 F. (2d) 564, 567, 568 (App. D. C. 1938). 
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an element in the decision. The following is a tabulation 
of such findings for the years 1937 to 1940, both in- 
clusive: 


CaAsES WHERE THE COMMISSION FouNpD A PusLic NEED 
FOR THE PROPOSED SERVICE 


(Total number of cases considered—103) 


Factors Involved in Finding of Public Need 1937 1938 1939 1940 Total 


1. Adequate commercial support is available .. 29 41 10 2 82 
2. Adequate program material is available .... 29 39 10 1 79 
3. There is a need for local service (or for ad- 
ditional local service in cases where one or 
more stations already exist in the city) ... 32 31 10 78 
. The area has no technically satisfactory 
service 54 26 50 
. The grant of an additional license will not 
impair the ability of existing stations to oper- 
ate in the public interest 
. Competing broadcast facilities are in the pub- 
lic interest if the economic situation of the 
economic situation of the community permits 
. The term “public interest, convenience or ne- 
cessity” does not imply actual necessity .... 
. The proposed station will give better service 
to outlying areas 
. Local civic organizations induced applicant 
to file his application 
. The area needs service worse than the area 
proposed to be served by a competing appli- 
cant 0 
. Existing stations are making great profits 
upon their investments 0 0 


CASES WHERE THE COMMISSION FOUND INSUFFICIENT 
PusLic NEED FOR THE PROPOSED SERVICE 
(Total number of cases considered—89) 
Factors Involved in Finding of Insufficient 
Public Need 1937 1938 1939 1940 Total 

. Existing service adequate for needs of com- 

munity 20 59 81 
. Service area of proposed station would be 

severely limited by existing stations 2 22 
. Inadequate commercial support is available. 6 17 
. There would be some objectionable interfer- 

ence with existing stations 8 
. Inadequate program material is available ... 3 4 
. Applicant proposed to use a regional fre- 

quency not warranted by needs of area .... 
. Although there is some need in community, 

another community from which a conflicting 

application has been filed has a greater need 

for service 
. Population too small or area too sparsely 

populated 
. No demand shown for service, even though 

existing service technically unsatisfactory .. 





54 See note 26, supra. 
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Factors Involved in Finding of Insufficient 
Public Need 1937 1938 1939 1940 Total 
10. Applicant has made no arrangements for co- 
Operation of civic, education, religious and 
charitable organizations ..................- 0 1 0 0 1 
11. Applicant, with its greater financial re- 
sources, would force existing station out of 


DONE: 257.5) oc. amoattanauiialaenints maces 0 1 0 0 1 
12. Grant would limit improvement of existing 

SI 5 aco cst sande eaeee anor 0 1 0 0 1 
13. No resident of community testified in favor 

Ge GOO, 6.52. bee sce seueusakeuse nes 0 1 0 0 1 


Mr. Jansky in his analysis of need, states that the 
Commission gives weight to the following factors in 
determining the urgency of the need: 

(a) The population and character of the area proposed to be 
served. 

(b) The absence of any primary service by other stations in 
the given area. 

(c) The under quota condition of the state as to day or night 
facilities. 

He also states licenses should not be granted where 
there is so little need as to make it impossible to obtain 
commercial support. 

These statements are still in conformity with the policy 
of the Commission, except that there are no longer any 
quota requirements.” Section 307(b) of the Act” of 
course must now be considered in lieu of quota require- 
ments. However, there are, as shown by the above tables, 
numerous other factors considered in the recent cases. 

While the Commission does not expressly state that 
the existence of adequate commercial support is one of 
the elements in public need, and in fact has said that it 
is important only in so far as it affects the ability of the 
applicant to render satisfactory broadcast service,” it is 
noteworthy that the evidence indicated such support in 
82 of the 103 cases considered in which the Commission 
found there was a need for the proposed service. It will 
also be seen from the above tables that the lack of such 





556 Geo. WAsH. L. Rev. 21, 27, supra note 5. 
56 See note 9, supra. 

57 See note 9, supra. 

58 In re King-Trendle Broadcasting Corporation, 6 F. C. C. 783, 794 (1939). 
2 
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support appears as one of the elements in a large per- 
centage of the cases where public need was not proven 
to the satisfaction of the Commission. The same is true 
with respect to the adequacy of program material. In 
those cases where the Commission held that there was 
a need for additional service, or conversely held that the 
existing service was adequate, two of the points usually 
considered were the needs of local advertisers® and 
whether or not there is sufficient talent in the community 
to provide satisfactory programs.” In fact, the need for 
a station which will provide lower advertising rates, while 
in itself not sufficient to require a finding of public need,” 
not infrequently has been one of the elements considered 
in reaching a conclusion that there was a public need 
for an applicant’s proposed station.” 


It appears from the above tables that, in the majority 
of cases, an applicant in a city without any existing sta- 
tion, (excluding suburban cities or cities close to larger 
cities) can prove public need if he shows adequate com- 
mercial support and adequate talent available for pro- 
grams. But, at least until the Meyer case,” the Commis- 
sion held that if there was already a station in the city, 
in view of the limited number of facilities available, then 
an applicant must show that the existing facilities were 
inadequate. The existence of adequate service is as shown 
by the tables above, the most common reason given by the 
Commission for finding that there is no need for an addi- 
tional station. Where the Commission was not satisfied 


59 For typical cases, see Jn re A. Frank Kalzentine, 4 F. C. C. 204, 205 (1937) ; 
In re Harold M. Finlay and Eloise Finlay, 4 F. C. C. 356, 357 (1937); In re 
Galesburg Broadcasting Company, 5 F. C. C. 64, 65 (1938); In re Y. W. 
Scarborough and J. W. Orvin, 6 F. C. C. 186, 192 (1938); In re F. C. Todd, 
. A C. C. 206, 208 (1938); In re F. W. Meyer, Doc. 5074, Decided Nov. 15, 

939. 


60 For typical cases see Jn re F. B. Clements & Company, 5 F. C. C. 59, 63 
(1938) ; In re Galesburg Broadcasting Company, 5 F. C. C. 64, 65 (1938) ; 
In re P. W. Spencer, 6 F. C. C. 558, 561 (1938). 


61 In re Pacific Acceptance Corporation, 5 F. C. C. 296, 300 (1938). 


62 For typical cases, see In re Kentucky Broadcasting Corporation, 6 F. C. C. 
776, 780, 781 (1939); In re F. W. Meyer, Doc. 5074, Decided Nov. 15, 1939. 


63 In re F. W. Meyer, supra note 62. 
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that the type of service proposed by applicant was mate- 
rially different from the existing service, or that the 
existing facilities were insufficient to adequately supply 
the needs of the area, it has denied the application.” It 
has further stated that the grant of additional facilities 
to a community already receiving adequate service would 
be a violation of Sec. 307(b) of the Act.” 

Furthermore, the burden is upon the applicant to 
prove need for his proposed facilities. —TThe Commission 
has said: 

In order to establish need for an additional station, it is in- 

cumbent upon the applicant to show that the existing facilities 

. are insufficient to provide the needed public service.® 

The influence of the opinion of the court in the Tri-State 

Broadcasting Company decision” was apparent in the 

Commission’s opinion issued December 23, 1938, deny- 

ing the application of Martin Andersen.* ‘There the 
Commission said: 

. it has not been shown that the radio service now exist- 

ing in Orlando is inadequate in financial stability, equipment, 

or management; nor has Station WDBO been shown to be 


unable to supply the demands of advertisers and performers in 
the community. 


The most usual contention of applicants for new sta- 
tions in areas already served is to assert that the existing 
stations devote so much time to chain broadcasts that 
local needs cannot be met, or at least to assert that the 
best broadcasting hours are reserved for chain programs. 


64 For typical cases, see Jn re Bayou ne ey er, ‘=. C. €. a, 
280 (1937); In re Central States 3.4%) Co., C. 562, 563 (1937) ; 
In re WSMB, Incorporated, 5 F. C. C. 55, 57 Aasey: Sa re Glenn E. Web- 
ster, 5 F. C. C. 78, 82 (1938) ; = re Martin Andersen, 6 F. C. C. 660, 664 
(1938). 

65 See note 9, supra, for § 307 (b) of the Act, and see In re The Niagara 
Falls Gazette Publishing Company, 4 F. C. C. 227, 231 (1937); In re Mid- 
Atlantic Corporation, 5 F. C. C. 201, 211 (1938) ; In re Dr. Wm. States Jacobs, 
5 F. C. C. 227, 230 (1938). 


66 Jn re WSMB, Incorporated, 5 F. C. C. 55, 57 (1938). See also In re 
Glenn E. Webster, 5 F. C. C. 78, 82 (1938), where it was said: “Moreover, 
the record contains no satisfactory proof that the broadcast service now available 

. is inadequate.” 

87 Supra note 53. 

686 F. C. C. 660, 664 (1939). 
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Apparently the present policy of the Commission is to 
grant the application upon satisfactory proof of such 
conditions, if there are no other factors which would 
preclude the granting of the requested facilities.” 

The requirements of local civic, charitable, religious 
and educational institutions is an important element in- 
fluencing the Commission as to its finding of need or lack 
of need in any given case.” In the case of The Metrop- 
olis Company,” local educational and religious officials 
testified that they needed additional service and that the 
most desirable broadcasting hours were not available to 
them because of chain broadcasting commitments by the 
existing stations. Despite the fact that 25% of the time 
of one existing station and 58% of the other was avail- 
able for local programs, a license was granted to appli- 
cant for a third station. However, the one factor of a 
desire by local civic officials and local talent for a broad- 
casting outlet, is not, by itself, sufficient to warrant a 
finding of public need.” 

Other miscellaneous items which have been referred 
to to support findings of public need are assistance to law 
enforcing officials,” the need for dissemination of agri- 
cultural information,” need for giving forest fire warn- 
ings’ and weather reports,” the fact that another station 

69 For typical cases, see Jn re The News-Press Publishing Company, 4 F. C. C. 
117, 119 (1937); In re Glenn Van Auken, 4 F. C. C. 169, 172 (1937); In re 
Sioux City Broadcasting aw car 4 F. Cc. C. 467, 470 (1937); In re The 
Metropolis Company, 6 F. C. C. 425, 429, 430 (1938); In re F. W. Meyer, Doc. 


5074, Decided Nov. 15, 1939; In re Sentinal Broadcasting Corporation, Doc. 
5094, Decided July 16, 1940. 

70 For typical cases see In re The Southwest Broadcasting Company, 3 F.C. C. 
679 (1937) (where the application was filed at the instance of civic organiza- 
tions) ; In re Troy Broadcasting Company, Inc., 6 F. C. C. 250, 263, 264 (1938) 
(where local civic leaders testified that they needed a local station for civic 
expression) ; and In re WRBC, Inc., 5 F. C. C. 219, 221 (1938) (where one of 
the reasons indicated for denying the application was applicant’s failure to ar- 
range for the codperation of civic, charitable, religious and educational groups). 

716 F. C. C. 425, 429, 430 (1939). 

72 In re Gerald A. Travis, 5 F. C. C. 689 (1938). 

73 In re F. B. Clements & Company, 5 F. C. C. 59, 61 (1938). 

74 In re Harold M. Finlay and Eloise Finlay, 4 F. C. C. 356, 357; In re F. B. 
Clements & Company, 5 F. C. C. 59, 61 (1938). 

75 In re The Bend Bulletin, 5 F. C. C. 447, 450 (1938); In re Joe L. Smith, 
Jr., 6 F. C. C. 352, 355 (1938). 

76 In re Joe L. Smith, Jr., 6 F. C. C. 352, 355 (1938); In re Chester Ho- 
worth and Clarence Berger, 6 F. C. C. 489, 491 (1938). 
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would give the public a choice of programs,” and the 
desirability of developing local talent. Until the Meyer 
case,’* the decisions of the Commission quite uniformly, 
as shown above, placed the burden upon an applicant for 
a license in a community already receiving primary serv- 
ice of showing that the existing service did not adequately 
serve the needs of the community and that there was a 
real need for additional service. 

The Meyer application was for a license to construct 
a new station in Denver, Colorado, with a power of 250 
watts day time and 100 watts at night. At the time the 
application was filed, Denver, a city of 287,861 with a 
population in its metropolitan area of 330,761, had five 
stations, one of which was an unlimited time clear sta- 
tion, one an unlimited time regional station, two part 
time regional stations, and one part time station devoting 
all of its time to religious matters. Additional facilities 
granted by the time of the hearing had increased the 
hours of operation of the part time regional stations so 
that Denver was then being served by one full time clear 
channel station, three full time regional stations and the 
part time station devoted to religious matters. The State 
of Colorado had a total of fourteen stations. It was shown 
that of the four full time stations, they all devoted any- 
where from 39% to 70% of their time to chain broadcasts. 

It was shown, however, that the rates of existing sta- 
tions were so high many business men had quit using 
such stations for advertising and that the Denver Minis- 
terial Association desired more time. 

The existing stations contended that they devoted a 
sufficient portion of their time to local broadcasts and 
showed that the Ministerial Association had never re- 
quested additional time from them. There was evidence, 
however, that in some instances local programs had been 





77 In re Gulf Coast Broadcasting Company, 4 F. C. C. 103, 106 (1937). 
78 Jn re Harold M. Finlay and Eloise Finlay, 4 F. C. C. 356, 357 (1937). 
79 In re F. W. Meyer, Doc. 5074, Decided Nov. 15, 1939. 
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refused because of network commitments and also that 
the best broadcasting hours were not available for local 
programs. 

After the first hearing, the Commission issued an order 
on May 16, 1939, denying the application, giving as its 
principal reason the conclusion that the applicant had 
not sustained the burden of showing that the existing 
stations did not adequately serve the city, especially in 
view of the fact that, although affiliated with chains, 
they still devoted a very substantial portion of their time 
to local matters. The Commission further pointed out 
that the desire of local business men for lower advertis- 
ing rates did not, of itself, justify the granting of a 
license for an additional station. 

Subsequently, a rehearing was granted, and by an 
order issued November 15, 1939, the previous decision 
was reversed and a license granted. In the opinion grant- 
ing the license, the Commission affirmed its previous 
stand as to the weight of requests by business men for 
lower advertising rates, but said such requests tended to 
show that public financial support for the new station 
was not lacking. 


The Commission then went on to give its interpreta- 
tion of the term “public interest, convenience or neces- 
sity” in the following language: 


Were there an absence of substantial need the argument for 
denial would not be wholly convincing. It should be noted that 
nothing in the Communications Act, our Rules and Regulations 
on our policy requires a finding of a definite need to support 
the grant of an application. Cases where such a finding of need 
is not made are, however, to be distinguished from situations 
in which a real lack of broadcast service is made clear. Courier 
Post Publishing Co. vs. F. C. C. 104 F. (2d) 213 (1939). In 
the latter class of cases the Commission will give due considera- 
tion to this fact. The “public interest, convenience or necessity” 
(emphasis supplied) which the statute provides as the basis for 
a grant, cannot be construed as a mandate that actual necessity 
for the particular facilities must be shown. Neither the dis- 
junctive form nor the public convenience as an independent 


89 See note 61, supra. 
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factor is to be entirely ignored. Indeed the words “public 
necessity” in the Act are not to be construed narrowly, but 
rather as calling for the most widespread and effective broadcast 
service possible. 

The Commission also said that care must be taken not 
to give one district too liberal assignments to the detri- 
ment of other districts where there is a demand for serv- 
ice. But it said no such demand by other districts was 
shown here. 

Furthermore, the Commission said that from the large 
population of the City of Denver (which was also shown 
to handle a large volume of business in proportion to its 
size) there did not appear to be any excessive concentra- 
tion of facilities in the city. 

The language of the Meyer case implies a much more 
liberal policy than the prior opinions with respect to the 
required showing as to public need, at least with respect 
to those communities already receiving reasonably good 
service, and if this language is to be taken at its face 
value, the Meyer case may well mark a turning point in 
the policy of the Commission which will make obsolete 
many of the standards as to public need set up in earlier 
decisions.” 


LEGAL AND FINANCIAL QUALIFICATIONS 


As stated by Jansky™ in his article, there is not a great 
deal of material on legal qualifications to add to the 


83 


statutory requirements.” ‘The applicant, of course, must 
satisfy the citizenship requirements of the Act™ and other 
statutory provisions, and in addition, there are other 


81 The Meyer case was cited as a precedent in two of the opinions issued in 
1940 in which licenses were granted to applicants in cities already fairly well 
supplied with broadcast facilities. See Jn re Summit Radio Corporation, Doc. 
4438, Decided Jan. 10, 1940, involving Akron, Ohio, a city of 255,040, with a 
metropolitan area of approximately 300,000, served by two stations, and In re 
Sentinal Broadcasting Corp., Doc. 5094, Decided July 16, 1940, involving Salina, 
N. Y., a suburb of Syracuse. The metroplitan area of Syracuse had a popula- 
tion of 245,015, and had one local and two regional stations. 

82 See note 5, supra. 


83 See sections 310 (a) and 311 of the Act, 48 Stat. 1086 (1934), 47 U. S. C. 
§ 310 (1934) ; 48 Stat. 1086 (1934), 47 U. S. C. §311 (1934). 


84 Jy re Sam Klaver and Nathan Belzer, 6 F. C. C. 536, 537 (1938), 
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factors which have been held by the Commission to be 
grounds for denying licenses on the grounds that the 
applicants were of unfit character to hold licenses, such 
as conviction of a crime,” or a violation of the provisions 
of the Act, such as the permitting of broadcasts respect- 
ing lotteries over another station controlled by the appli- 
cant, or failure to exercise proper control over broad- 
casts from such station.” 

There are certain other factors which do not constitute 
statutory grounds for disqualification of applicants, but 
which by the decisions of the Commission may now be 
said, for all practical purposes, to constitute legal dis- 
qualifications, and which may therefore be appropriately 
discussed here. 

Jansky in discussing the question of legal qualification, 
refers to a refusal of the Commission to grant a license 
to a non-resident of the community proposed to be 
served.’ This has now apparently become the settled 
policy of the Commission as to local stations, despite the 
fact that the Circuit Court of Appeals for the District 
of Columbia in its opinion reversing the decision of the 
Commission in the Pottsville case (primarily on the 
grounds of error as to financial qualification), while con- 
ceding that it would probably not hold such a policy 
arbitrary or capricious, if adopted, indicated that it did 
not think the Commission had at that time established 
any such policy.” The Commission has even extended 
this policy to the point of refusing a license to a resident 

85 In re Harold H. Thoms, 5 F. C. C. 84, 86, 87 (1938). 

86 See section 316 of the Act, 48 Stat. 1088 (1934), 47 U. S. C. $316 (1934), 
and Jn re Lillian E. Kiefer and Jn re Paul J. Gollhofer, 5 F. C. C. 501, 507, 512 
(1938). 

87 (1937) 6 Geo. Wasn. L. Rev. 21, 37. 

88 For typical cases, see In re Isadore Goldwasser, 4 F. C. C. 223 (1937) ; 
In re The Pottsville Broadcasting Company, 4 F. C. C. 318, 319, 320 (1937) ; 
In re Cumberland Broadcasting Company, Inc., 5 F. C. C. 430, 433, 434 (1938) ; 
In re S. O. Ward & P. C. Ward, 5 F.C. C. 554, 561 (1938); In re N. B. 
Egeland, 6 F. C. C. 278, 280, 281 (1938); In re WRSP, Inc., 6 F. C. C. 745, 
748 (1939). 

89 In re The Pottsville Broadcasting Company, 4 F. C. C. 318 (1937). 


89 Pottsville Broadcasting Company v. Federal Communications Commission, 


98 F. (2d) 288, 290, 291 (D. C. App. 1938). 
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of the community proposed to be served, where the ap- 
plicant had moved from place to place in the past and 
there was no assurance that he would continue to’ be a 
resident of the community if he were granted a license.” 

However, where a non-resident applicant showed 
thorough familiarity with the needs of the community 
proposed to be served, an exception was made to the 
above policy.” 

The Commission is also reluctant to grant licenses to 
applicants who already operate or have an interest in a 
station in the community proposed to be served.** In 
the WSMB, Incorporated case,** the Commission said: 

The available frequencies in the broadcast band are limited, 
and the Commission is loathe to grant facilities for an additional 
broadcast station to one who already holds a license for a station 
in the same community unless it is clearly shown that the public 
convenience, interest, or necessity would be served thereby. 
Other things being equal, it would appear that if there were a 
need for an additional local broadcast station in a community 
and if there were a frequency available for this service, the 
facilities should be granted to someone who does not already 
hold a broadcast license for an unlimited time station tn that 
community. 


With respect to financial ability Jansky points out that 
the decisions of the Commission require that the appli- 
cant have at least sufficient financial resources to pav for 
the erection of the station and finance its operation for 
a short while.” He also points out that an oral promise 
of funds is not sufficient, that such funds must be pledged 
by a binding contract. 


Jansky refers to commercial support under his princi- 
ple of economic tests** where he states that adequate com- 
mercial support is a factor, but he says that the Com- 








91 In re Fred M. Weil, 5 F. C. C. 369, 371 (1938). 

92 J re Frank M. Stearns, 4 F. C. C. 389, 390 (1937). 

93 For typical cases, sce In re W. T. Knicht. Jr.. 4 F. C. C. 182. 185 (1937) : 
In re WSMB, Incorporated, 5 F. C. C. 55, 58 (1938): In re The Louisville 
Times Company, 5 F. C. C. 554. 559 (1938); In re King-Trendle Broadcasting 
Corporation, 6 F. C. C. 783, 795 (1939). 

94 Jn re WSMB, Incorporated, 5 F. C. C. 55, 58 (1938). 

95 (1937) 6 Geo. Wasu. L. Rev. 21, 35. 

96 Td. 34. 
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mission has not shown much enthusiasm for deciding 
cases on this ground. He suggests that it should be a 
more important element because the interest of the public 
in the maintenance of a modern technical station would 
seem to require ample financial backing. 

The more recent decisions confirm the above princi- 
ples, but apparently now give much greater considera- 
tion to the factor of adequate commercial support as a 
controlling element in determining if the applicant is 
financially qualified. The factor of adequate commercial 
support, while dependent to some extent perhaps upon 
the initiative and business ability of the applicant, is 
primarily a factor depending upon the population, vol- 
ume of business, and extent of existing radio service in 
the community, in short, it is what Jansky has defined as 
an “objective principle.” *’ Yet, since it is one of the most 
important elements in determining the applicant’s finan- 
cial qualifications, a “subjective principle,” it becomes 
apparent that you cannot clearly divide the factors in- 


volved in “objective” and “subjective” principles. 

The Rules and Regulations of the Commission have 
no provisions as to financial qualification except the fol- 
lowing: “That the applicant is financially qualified to 
construct and operate the proposed station.” 


97 Supra page 880. 

98 Rules and Regulations—Part 3, Rules Governing Standard Broadcast Sta- 
tions, p. 5. There reference is made to Standards of Good Engineering Prac- 
tice Concerning Standard Broadcast Stations (supra note 18), which sets forth 
(p. 67) the sums the Commission considers necessary to construct and complete 
electrical tests of new standard broadcast stations of the various classes and 
powers. Such sums (which do not include cost of land and buildings, or or- 
ganization and development costs) are as follows: 

Power and Class of Station Money Required 
100 watts, Class IV 
250 watts, Class IV 
250 watts, Class II 
500 watts, Class II and IIT 
1,000 watts, Class II and III 
5 kw, Class II or III 
10 kw, Class I or IT 
25 kw, Class I or IT 
50 kw, Class I or II 


See Rules Governing Standard Broadcast Stations, supra p. 3, and Standards 
of Good Engineering Practice Concerning Standard Broadcast Stations, supra, 
p. 1, for definitions of the various classes of stations. 
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The decisions of the Commission with respect to finan- 


cial qualifications seem to lay down the following re- 
quirements: 


A. Applicant must have cash or other assets quickly 
convertible into cash available in a sufficient amount to 
build the proposed station and complete the tests, which 
assets must either: 


1. be in possession of applicant, or® 


2. be available from other sources of proven re- 
liability which are bound by contract to furnish the 
funds required.*”° 


99 For typical cases see In re Southwest Broadcasting Company, 3 F. C. C. 
630 (1937); In re Dorrance D. Roderick, 3 F. C. C. 616 (1937); In re Harold 
F. Gross and Edmund C. Shields, 4 F. C. C. 110 (1937); In re Glenn Van 
Auken, 4 F. C. C. 169 (1937); In re Fred E. Horton. 4 F. C. C. 321 
(1937) ; In re Okmulgee Broadcasting Corporation, 4 F. C. C. 302 (1937); 
In re Smith, Keller and Cole, 5 F. C. C. 291 (1938); In re The Colonial Net- 
work, Inc., 5 F. C. C. 654, 658 (1938); In re Roberts-McNab Company, 6 
F. C. C. 548 (1938); In re S. B. Quigley, 6 F. C. C. 705 (1939). 


190 For typical cases, see Jn re Dr. F. P. Cerniglia, 4 F. C. C. 146 (1937); 
In re Isadore Goldwasser, 4 F. C. C. 223 (1937); In re Power City Broadcast- 
ing Corporation, 4 F. C. C. 227 (1937); In re Sweetwater Broadcasting Com- 
pany, 4 F. C. C. 293 (1937); In re Brooklyn Daily Eagle Broadcasting Co., 
Inc., 4 F. C. C. 521 (1937). See also Heitmeyer v. Federal Communications 
Commission, 95 F. (2d) 91 (App. D. C. 1937), where the court in reversing 
an order of the Commission, denying a license upon the grounds, among others, 
of insufficient showing as to financial responsibility, said (p. 98): “The ques- 
tion, otherwise, stated, is whether an application such as Heitmeyer’s may be 
properly denied because the applicant proposes to use borrowed money for the 
purpose of construction and operation, unless the money borrowed is covered 
by sufficient collateral or other security to insure the station against lien, fore- 
closure, and seizure for a longer period than five years. Can such a standard 
be upheld? 

“In answering this question, we look first for some measure of financial quali- 
fication to guide us. We are referred to no rule or regulation of the Commis- 
sion suggesting such a rigid standard. On such an important question we think 
the public is entitled to have the statute implemented by a regulation setting 
out clearly and concisely just what the Commission regards as a minimum stand- 
ard of financial ability. Evidently Congress had the same intent because the 
statute provides that all ‘applications shall set forth such facts as the Commis- 
sion by regulation may prescribe as to... financial, technical, and other quali- 
fications’ of the applicant. Section 308 (b), 47 U. S. C. A. §308 (b). (Italics 
supplied.) 

“In the absence of such a guide, the appellant suggests that we look to the 
practice of the Commission in previous cases as set forth in his brief, although 
not revealed in the record. We are asked to do this on the theory that the Com- 
mission ‘has not refused to grant construction permits for new stations to those 
who are qualified and experienced in the operation and management of radio 
stations simply because they did not have abundant personal finances without 
borrowing to construct and carry on the operation of the proposed stations. 
Whether or not the Commission has in the past granted licenses under similar 
circumstances is immaterial. It is fully authorized to increase, by regulation, 
the require~ents previously imposed if the public interest requires. Section 
303 (f), 47 U. S. C. A. § 303 (f). However, in the absence of a regulation, 
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B. Applicant must have surplus funds available, 
after construction of station, to operate until station is 
on a self-supporting basis.*” 


C. Applicant must have assurance of adequate in- 
come, either from the station itself, or from other sources, 
to continue the station in operation.” 


In one instance, even though the applicant’s testimony 
indicated adequate financial qualification, his evasive 
tactics under cross examination led to a finding of lack 
of financial qualification.*” 


In other instances, refusal to testify as to whom was 
supplying the funds alleged to be available for the con- 
struction of the station resulted in a refusal to grant a 
license.*”* 

COMMERCIAL SUPPORT 


The application of Ted R. Woodward *” was a clear 
cut case showing the necessity for more than enough funds 
to build the station, and also pointing out how commer- 
cial support ties in with financial qualifications. The 
applicant had enough funds to construct the station, but 
very little surplus, in fact not enough to operate on for 
more than a few months at most. Applicant had made a 
survey to determine his probable income, but he had not 
advised potential advertisers of his proposed rates, nor 
had he secured any binding contracts. His application 
was denied. 


a common sense view of pravelant business methods would seem to justify the 
use of such borrowed funds for the purpose, unless some circumstance, special 
to the radio broadcasting industry, distinguishes it from others.” 

101 For typical cases, see Jn re C. A. Rowley, 4 F. C. C. 99 (1937); In re 
Ted R. Woodward, 4 F. C. C. 313, 315 (1937); In re Sharon Herald Broad- 
casting Company, 5 F. C. C. 279 (1938). 

102 For typical cases, see In re Eastern States Broadcasting Corporation, 3 
F. C. C. 656 (1937); In re J. T. Bilben. 4 F. C. C. 79 (1937); In re 
The Niagara Falls Gazette Publishine Company, 4 F. C. C. 227 (1937): In re 
Virgil V. Evans, 4 F. C. C. 564 (1937): Saginaw Broadcasting Co. v. Federal 
Communications Commission, 96 F. (2d) 554, 563 (App. D. C. 1938). 

103 In re Virgil V. Evans, 4 F. C. C. 564 (1937). 

104 For typical cases, see Jn re Century Broadcasting Company, Inc., 3 F. C. C. 
666, 675 (1937); In re Jack E. Brantley, Sr., 4 F. C. C. 182, 183 (1937). 

1084 F.C. C. 313, 315. 
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The existence of adequate commercial support as a 
necessary element in the financial qualifications of ap- 
plicants is stated as a definite principle by the Circuit 
Court of Appeals for the District of Columbia, which 


has said: *”° 


The question of financial qualification has at least two aspects : 
first, has the applicant enough resources to construct the stations 
and to operate it for a brief period of time; and second, is 
there a reasonable likelihood of financial profit to be expected 
from the operation of the station, or are the applicant’s personal 
resources such that he is able and willing to operate a station 
for a considerable period of time at a loss. 


In almost all cases the Commission has insisted upon 
clear and convincing evidence of adequate commercial 
support, and where the Commission failed to require such 
proof, that has been one of the grounds for reversal of its 
decisions. Inthe Saginaw Broadcasting Company case,’ 


the court said: 






The Commission’s finding that the intervenors are financially 
qualified is an inference rather than a finding of fact, and does 
not disclose any facts bearing on either of the above aspects 
(applicant’s financial resources or possibility of profit from oper- 
ation of station) of the question of financial qualifications. 
Heitmeyer v. Federal Communications Commission, supra. The 
Commission did make findings as to the present resources of 
the intervenors, which we think are adequately supported by 
the record. The appellant urges, however, that the Commission 
erred in failing to find that a station operated as proposed by 
the intervenors would not receive sufficient commercial support 
to justify its operation. As to the likelihood of such commercial 
support the Commission said only that “It is anticipated that 
the monthly income expected to be derived from the station’s 
operation would approximate $5,500.” This statement can 
hardly be characterized as a finding as to the commercial support 
which the intervenors’ station might fairly expect. It is not 
even coupled with a statement as to the monthly expenses of 
the proposed station from which by inference the conclusion 
could be drawn that the station would have a reasonable likeli- 
hood of operating at a profit. Even though there may be evi- 
dence in the record—upon this we do not pass—from which the 


106 Saginaw Broadcasting Co. v. Federal Communications Commission, note 


102, supra, reversing the decisions of the Commission in Jn re Saginaw Broad- 
casting Company and In re Harold F. Gross & Edmund C. Shields, 4 F. C. C. 
110 (1937). 


107 96 F, (2d) 554, 563. 
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Commission might have concluded that the intervenors would 
receive adequate commercial support in the sense above stated, 
this does not excuse the Commission from its duty of making 
a finding as the result of its consideration of that evidence. 

In some instances, contracts were actually signed be- 
tween the applicant and his potential advertisers.*”* 

In other cases a survey of the business men of the town 
has been accepted as satisfactory evidence of adequate 
commercial support.’ 

In other instances, there had doubtless been a survey, 
but all the report showed was that a considerable number 
of advertisers had expressed interest in using the facili- 
ties of the proposed station.”° 


In other cases, no survey has been had, but the Commis- 
sion has drawn conclusions as to commercial support from 
the size and importance of the town where the station 
was proposed to be located and from the service already 
available in the area.™* The R. B. Anderson case*” in- 
volved an application to construct a station in Austin, 
Texas. The testimony brought out the facts that Austin 
had increased greatly in population from the 53,000 
which it had at the time of the 1930 census, the estimated 
population at the time of the application being possibly 
as high as 75,000, that the city was the site of the Uni- 
versity of Texas, that it was the capital of the State, and 
that by reason of the latter two facts there would be much 
program material of statewide interest, and that there 
was only one station in the City. There were other sta- 

108 For typical cases, see In re J. R. Curtis, 4 F. C. C. 573 (1937); In re 
Clarence A. Berger & Saul S. Freeman, 4 F. C. C. 590 (1937); In re Twin 
City Broadcasting Corporation, 4 F. C. C. 608 (1937); In re W. E. Whitmore, 
5 F.C. C. 40 (1937); In re F. B. Clements & Company, 5 F. C. C. 59 (1938). 

109 For typical cases, see In re Southwest Broadcasting Co., 3 F. C. C. 630 
(1937); In re H. W. Wilson & Ben Farmer, 4 F. C. C. 220 (1937); In re 
Okmulgee Broadcasting Corporation, 4 F. C. C. 302 (1937); In re Lincoln 
Memorial University, 4 F. C. C. 305 (1937); In re George Harm, 4 F. C. C. 
439 (1937); In re John W. Haigis, 4 F. C. C. 686 (1937). 

110 Jy re Telegraph Herald, 4 F. C. C. 392 (1937; In re The Times Pub- 
lishing Company, 4 F. C. C. 400 (1937). 

111 Jy re Dorrance D. Roderick, 3 F. C. C. 616 (1937); In re R. B. Ander- 
son, 4 F. C. C. 463, 465 (1937); In re Sharon Herald Broadcasting Company, 


5 F. C. C. 279 (1938); In re Arthur Lucas, 5 F. C. C. 464 (1938). 
1124 F. C. C. 463, 465. 
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tions, one at San Antonio and two sharing time, one at 
Dallas and the other at Forth Worth, which provided 
signals of sufficient strength for reception in residential 
areas, but not strong enough for reliable reception in 
business districts. In addition there was intermittent 
secondary service from various distant clear channel 


stations. Based upon these facts the Commission made 
the following finding: 

In consideration of the population of the City of Austin and 
its importance as the capital of the state, the present broadcast 
service there and the other evidence adduced at the hearing, the 
Commission is of the opinion and so finds that a public need 
exists for the proposed station and that sufficient commercial 
support is available to give reasonable assurance that the pro- 
posed station would be expected to obtain sufficient revenue to 
operate in the public interest. 

It would seem, however, that the latter method of 
reaching conclusions as to commercial support is not 
looked on with favor by the courts. The Circuit Court 
of Appeals for the District of Columbia definitely dis- 
approved such method when it reversed the decision of 
the Commission in the Dorrance D. Roderick case.” 
The court there said that it did not follow from findings 
as to population, size of trading area, number and nature 
of business enterprises and extent of existing service that 
a new station was required. If it does not follow from 
such findings that a new station is required, then it should 
not follow that adequate commercial support is shown 
by such findings. 

In only a few cases where licenses were granted did 
it appear that the income from the proposed stations 
would be less than the operating costs, but in such cases 
the applicants were fairly wealthy and able to operate 
until the stations were on a paying basis’ and even there 

113 Tri-State Broadcasting Co. Inc. v. Federal Communications Commission, 
96 F. (2d) 564 (1938), reversing the decision of the Commission in Jn re 


Dorrance D. Roderick, 3 F. C. C. 616 (1937). See also the statement of the 
court in the Saginaw Broadcasting Company case, 96 F. (2d) 554, 563, quoted 
above on page 22. 

114 For a typical case, see In re John W. Haigis, 4 F. C. C. 686 (1937). 
See also In re Sharon Herald Broadcasting Company, 5 F. C. C. 279, 280 
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the Commission apparently believed from the size of the 
towns and the volume of business done that eventually 
the stations would be able to operate at a profit. 

In some cases, a point has been made of the fact that 
applicant was willing and able to operate the proposed 
station, even though it proved unprofitable.*** In other 
instances, the Commission in denying an application, has 
commented that there was no showing that the applicant 
would long continue to render service over an unprofita- 
ble station.** 

In cases in which applications were denied, because, 
among other reasons, there appeared to be insufficient 
commercial support, the evidence, such as it was, gener- 
ally indicated adequate commercial support. But the 
Commission demands that the evidence be clear and con- 
vincing, and that it stand up under cross examination. 

Where the record was silent as to results of contacts 
with local business men,’’’ or where mere conclusions and 
not facts were put in evidence,’** or where the evidence 
was merely not convincing to the Commission,’ the 
Commission has generally held that the applicant has 
failed to sustain his burden of proof and has found that 
commercial support was inadequate. 

It appears, therefore, that the best method of proving 
adequate commercial support is to have executed con- 
tracts with potential advertisers contingent upon the 
granting of a license, which can be submitted in evidence. 


(1938), where no estimate of the income of the proposed station appeared but 
the fact of applicant’s ability to operate for a considerable time was deemed 
sufficient. 

115 For a typical case, see In re The Times Publishing Company, 4 F. C. C. 
400, 404 (1937). 

116 For a typical case, see Jn re The Niagara Falls Gazette Publishing Com- 
pany, 4 F. C. C. 227, 230 (1937). 

117 Jn re Sweetwater Broadcasting Company, 4 F. C. C. 293 (1937). 

118 Jy re Power City Broadcasting Corporation, 4 F. C. C. 227 (1937); In re 
William C. Smith, 5 F. C. C. 266 (1938). 

119 For typical cases, see In re J. T. Bilben, 4 F. C. C. 79 (1937); In re 
H. Wimpy, 4 F. C. C. 178 (1937); In re The Niagara Falls Gazette Publish- 
ing Company, 4 F. C. C. 227 (1937); In re Marysville-Yuba City Publishers, 
Inc., 4 F. C. C. 511 (1937); In re Golden Empire Broadcasting Company, 
4 F.C. C. 511 (1937); In re T. E. Kirksey, 5 F. C. C. 129 (1938). 
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If this is impossible, the applicant should make a com- 
plete survey of the possible users of his service, which 
survey should be supported, if possible, by depositions or 
testimony of representative advertisers.**° 

If neither of the above methods is possible, then a good 
set of statistics showing the population of the town and 
its trading area, the number of retailers, wholesalers, 
manufacturers and others who might use the proposed 
station for advertising, the volume of business done in the 
town, the sums of money being spent on advertising and 
other relevant economic facts may succeed. But in the 
absence of signed contracts or a survey, such facts must 
be extremely convincing in order for the applicant to ob- 
tain a finding of adequate commercial support. 


PROGRAMS PROPOSED MERITORIOUS AND 
SUITED TO PUBLIC NEEDS 


The requirements of the Commission as to programs 
are not onerous. The type of program heard daily from 
innumerable stations is, of course, acceptable. The appli- 
cant must, however, give some definite evidence to the 
Commission as to the nature of his program. A mere 
statement that he expects the station to be operated along 
the lines of other stations is insufficient. 

In the Brownwood Broadcasting Company case,” the 
Commission said: 


In the present state of the art with available facilities so 
limited because of physical factors, the Commission is of the 
opinion that applicants seeking the use of facilities should pre- 
sent well-defined plans showing the service they expect to render 
and that it is not justified in granting these facilities to any 
applicant failing to make such a showing. 


120 See In re Southwest Broadcasting Co., 3 F. C. C. 630 (1937). 

121 Jy re Brownwood Broadcasting Company, 4 F. C. C. 281, 284 (1937), 
but see Jn re Williamson Broadcasting Corporation, 6 F. C. C. 665, 667 (1938), 
in which the Commission said: 

“The programs which the applicant will broadcast are of a general nature 
usual on commercial broadcast stations.” 
However, in this case there had been a survey to determine the talent available 
and it was stated that programs would be prepared by various civic, religious, 
charitable and fraternal organizations. 
1224 F. C. C. 281, 284. 
3 
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and in granting a license in another case, the Commission 
said: ** 


In support of their proposal to provide a local service for 
this area, applicants introduced testimony (by deposition) of a 
number of witnesses representing various phases of community 
activity, including education, government, charity, religion, and 
business, which indicates that the applicants’ promises have the 
substance of definite planning, together with actual commit- 
ments of commercial support. 


In some instances there has been no very specific find- 
ing as to the type of program proposed, but merely a state- 
ment of need for service of a certain type with a finding 
that record indicates sufficient such program material 
available. 

In most cases, however, there has been a specific find- 
ing as to the merit of the proposed program, and where 
program plans were not given in complete detail but ap- 
peared indefinite’” or plans were too general and no defi- 
nite arrangements had been made relative to personnel or 
to the nature and character of service,*** the Commission 
has refused to grant a license. 

Sometimes the Commission has merely found that the 
applicant’s proposed program was “well diversified, en- 
tertaining and enlightening,”’* but in others the report 
has set out in considerable detail the type of program 
planned.” 


123 Jy re Tulare-Kings Counties Radio Associates, 3 F. C. C. 648, 653 (1937). 


124 Jy re Okmulgee Broadcasting Corporation, 4 F. C. C. 302 (1937); In re 
R. B. Anderson, et al, 4 F. C. C. 463 (1937). 


125 Jy re Isadore Goldwasser, 4 F. C. C. 223 (1937). 


126 For typical cases, see In re Power City Broadcasting Corporation and 
In re The Niagara Falls Gazette Publishing Company, 4 F. C. C. 227, 229, 
230 (1937); In re Fred M. Weil, 5 F. C. C. 369, 370 (1938); In re Thomas 
F. Airth, et al, 5 F. C. C. 480, 482 (1938). 


127 Jn re Community Broadcasting Co., 4 F. C. C. 422, 425 (1937). 


128 For typical cases, see In re Fred A. Baxter, 3 F. C. C. 637, 638 (1937) ; 
In re Saginaw Broadcasting Co., 4 F. C. C. 110, 113 (1937); In re Lincoln 
Memorial University, 4 F. C. C. 305, 307 (1937); In re Telegraph Herald, 
4 F.C. C. 392, 395, 396 (1937); In re Harmon LeRoy Stevens and Herman 
Leroy Stevens, 5 F. C. C. 177, 179 (1938); In re Twin City Broadcasting 
Company, Inc., 5 F. C. C. 430, 437 (1938). The proposed program in the 
Lincoln Memorial University case (supra) provided for 70% line talent and 
30% electrical transcriptions. The time was to be allocated as follows: 50% 
musical, 20% commercial, 10% educational, 5% religious, 5% agricultural, 
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The offer of free time for civic, educational and reli- 
gious broadcasts seems in many cases to have been a fac- 
tor in influencing the Commission as to the merit of the 
proposed program,’” and in some cases, failure of the 
applicant to include information in the record as to what 
service would be rendered to religious, educational, civic, 
charitable and other similar organizations was appar- 


ently one of the factors considered in refusing the grant 
of a license.**° 


The failure to include any item in the proposed oper- 
ating budget for the hiring of live talent has also been 
considered a factor in an applicant’s failure to make a 
satisfactory showing as to his program.” 


ADEQUATE PROGRAM MATERIAL AVAILABLE 


In addition to planning a meritorious program which 
will be suitable to the needs of the community, the appli- 
cant must give evidence that adequate program material 
is available to carry out his proposed program. A con- 
siderable portion of this program material must be live 
talent. No case has been found in which a program has 
been approved which consisted only of electrical tran- 


5% civic and 5% news. In the Telegraph Herald case (supra) the hours in 
a week’s program were to be allocated as follows: entertainment 3514 hours, 
educational 12% hours, news 1034 hours, agriculture 10% hours, religion 5% 
hours, and fraternal and civic broadcasts, 134 hours. In the Stevens case 
(supra), the Commission said (p. 179): 


“In an effort to serve the public with interesting and desirable programs, 
applicants have secured the interest of the Mayor of Port Huron, the Sec- 
retary of the Chamber of Commerce, the Dean of the Junior College, and 
one of the leading ministers of the city. They will aid in program building, 
act in an advisory capacity and also will have particular charge of produc- 
tion of programs in their respective fields of endeavor.” 

In the Twin City case (supra) where there was a large foreign born element 
in the community, applicant proposed to conduct a strong Americanization 
campaign. 

129 For typical cases, see In re Fred A. Baxter, 3 F. C. C. 637, 638 (1937) ; 
In re Eastern States Broadcasting Corporation, 3 F. C. C. 656, 659 (1937) ; 
In re Harold F. Gross and Edmund C. Shields, 4 F. C. C. 110, 113 (1937) ; 
In re Telegraph Herald, 4 F. C. C. 392, 396 (1937). 


130 Jn re William C. Smith, 5 F. C. C. 266, 267 (1938); In re Juan Piza, 


5 F. C. C. 327, 329 (1938); In re Roberts-MacNab Company, 6 F. C. C. 548, 
552 (1938). 


131 Jn re S. O. Ward & P. C. Ward, 5 F. C. C. 554, 562 (1938). 
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scriptions or phonograph records. On the other hand, 
failure to provide for any live talent has been held, among 
other reasons, grounds for denying a license.*” 

Where the applicant had no personal knowledge of the 
local talent, but proposed to conduct auditions for the 
purpose of using such talent,’** where applicant expected 
to have a Columbia connection but had no contract or 
definite understanding and admitted that “there is none 
too much talent in any small town” and that he had not 
investigated local talent . . . to any great extent,”*™* 
where the record did not affirmatively show that the 
existing local talent, would be available during daytime 
hours which were the only hours the proposed station 
could be permitted to broadcast,’** and even where there 
was ample talent in the community but the record failed 
to show (with few exceptions) that the persons able to 
present suitable programs would be willing or able to use 
the facilities of the proposed station,*** licenses have been 
denied. 


FACTORS INFLUENCING CHOICE BETWEEN 
CONFLICTING APPLICATIONS 


Certain of the basic elements of public interest, con- 
venience or necessity are brought out by those decisions 
of the Commission where it was necessary to choose be- 
tween conflicting applications. This may involve two or 
more applications in the same area for the same wave 
length, or two or more applications for a license in a com- 
munity which cannot support more than one of the pro- 
posed stations, or sometimes both elements of conflict are 
present. 


182 Jd. 

183 Jy re Isador Goldwasser, 4 F. C. C. 223, 225 (1937). 

184 Jy re H. Wimpy, 4 F. C. C. 178, 180 (1937), involving Albany, Ga., a 
city with a population of approximately 15,000. 

135 Jn re Falls City Broadcasting Corporation, 4 F. C. C. 559, 561 (1937). 


136 Jy re Thomas F. Airth, et al., 5 F. C. C. 480, 482 (1938), involving 
Evanston, Illinois, a community with almost unlimited talent available. 
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The Commission will in such cases consider the hours 
of operation and power requested by each applicant and, 
if all other things are equal, will grant that application 
which proposes the hours of operation and power best 
suited to the needs of the community. 

It has granted an application for unlimited hours in 
preference to an application for daytime hours only 
where both applications sought the same daytime 
power.’ It has given preference to the applicant who 
proposed the greater power, where both asked for unlim- 
ited hours of operation,’ since the station requesting 
greater power would have a larger area coverage. 

It does not follow, however, that the applicant request- 
ing the greater power will always be preferred, as there 
might be objectionable interference from using too much 
power, and also the Commission has laid down definite 
regulations as to the classes of stations and the areas such 
stations are intended to serve, and has specified the fre- 
quencies and powers which may be allocated to stations 
of each class.’ 

In some instances, a low power station operating un- 
limited time has been preferred to a higher power station 
operating only part time, ** but in other cases licenses 
have been granted for part time stations in preference to 
proposed unlimited time stations with less power.” 

Consideration is also given to the question of which 
application is in the stronger position financially, even 
though both applicants are financially qualified.’ In the 


137 Jn re Roberts-McNab Company (granted) and In re Gallatin Radio 
Forum (denied), 5 F. C. C. 261, 265 (1938). 

138 Jy re Sioux City Broadcasting Company (granted) and In re C. W. 
Corkhill (denied), 4 F. C. C. 467, 473 (1937). 

139 See Federal Communications Commission, Rules and Regulations—Part 
3. Rules Governing Standard Broadcast Stations (p. 3). 

140 Jy re The Times Publishing Company (granted) and Jn re Michael F. 
Murray (denied), 4 F. C. C. 400 (1937); In re Piedmont Broadcasting Cor- 
poration (granted) and Jn re Burl Vance Hedrick (denied), 6 F. C. C. 79, 
85 (1938). 

141 Jy re Tulare-Kings County Radio Associates (granted) and Jn re Clark 
Standiford (denied), 3 F. C. C. 648, 655 (1937). 

142 For typical cases, see Jn re Fred E. Horton, et al (granted) and In re 
Voice of Greenville (denied), 4 F. C. C. 321, 325 (1938); In re The Bend 
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Amarillo Broadcasting Corporation case,’ the Commis- 
sion said: 

As between W. C. Irvin and the Amarillo Broadcasting Cor- 
poration, the latter is the better qualified financially to construct 
and operate the proposed station. Where, as here, there is an 
existing station serving a large number of merchants who use 
radio as a means of advertising, the ability of a new station to 
present acceptable programs during the period it is building up 
its listening audience is of major importance. As the Amarillo 
Broadcasting Corporation is financially qualified to construct 
and operate its proposed station, and as this corporation can 
obtain from its stockholders additional funds, if such funds are 
necessary, the Commission is of the opinion that, as between 
this corporation and W. C. Irvin, the Amarillo Broadcasting 
Corporation is better qualified to render satisfactory broadcast 
service in this area. 

If the disparity of financial qualification is consider- 
able, the wealthier applicant has been preferred even 
though there were other factors which ordinarily would 
cause the other applicant to prevail.’ 

The Times Publishing Company case** was a typical 
example. The Times Publishing Company owned and 
operated a newspaper, which as shown below, is some- 
times a handicap to an applicant for a license and in addi- 
tion there was some electrical interference to other sta- 
tions caused by its proposed service. The other appli- 
cant, Mr. Murray, had a net worth in excess of $35,000 
but a substantial part of his assets consisted of an interest 
in a company which had been in receivership, the liqui- 
dation value of which was uncertain. However, he had 
enough cash on hand to erect the station and was finan- 
cially qualified. He had no interest in a newspaper and 
there would have been no electrical interference to exist- 
ing stations caused by his proposed service. Because of 


the facts, however, that the publishing company had total 


Bulletin (granted) and In re Elwood Warwick Lippincott, Inc. (denied), 5 
F. C. C. 447, 451 (1938); In re Amarillo Broadcasting Corporation (granted) 
and In re W. C. Irvin (denied), 6 F. C. C. 507, 514 (1938). 
1436 F.C. C. 507, 514. 
144 Jy re The Times Publishing Company (granted) and In re Michael F. 
Murray fee, * F. C. C. 400 (1937). 
ee q 


1454 F.C 
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assets of approximately $280,000, with a net worth ap- 
proximately $120,000, and the principal stockholder of 
the company who had a personal net worth $250,000 
would, if necessary, subscribe additional funds, the Com- 
mission concluded that the company was better qualified 
to receive a license than Mr. Murray. There was, how- 
ever, in that case another element in that the newspaper 
company proposed a 100 watt unlimited time service 
which the Commission considered better suited to the 
needs of the community than the 500 watt daytime only 
service proposed by the other applicant. 

When the Commission has a choice between applicants 
who are local residents and those who are not, licenses are 
granted to the local residents.*** Even if both applicants 
are local residents, the advantage lies with the one who 
has longest resided in the community and is most familiar 
with its needs.**’ 


It is apparently the policy of the Commission to avoid, 
if possible, concentration of means of public communi- 
cation into too few hands. Where one applicant was 
interested only in the proposed station and the other 
applicant had a financial interest in several other stations 
in the same state, the former applicant was granted a 
license in preference to the latter.“* In connection with 
the same policy there has been shown some tendency, 
which has at times divided the Commission, to prefer 
applicants who were not interested in newspapers.” This 


146 For typical cases, see In re J. R. Curtis and R. Lacy (denied) and In re 
Ben. T. Wilson, e¢ al. (granted) 4 F. C. C. 573, 580 (1937); In re Capitol 
Broadcasting Co. (granted) and Jn re Radio Station WFNC (denied), 6 
F. C. C. 72, 76, 78 (1938) ; In re Petersburg Newspaper Corporation (granted) 
and In re John Stewart Bryan (denied), 6 F. C. C. 237, 243 (1938). 

147 Jn re W. Hanes Lancaster and J. W. Birdwell (granted) and In re 
Richard M. Casto (denied), 6 F. C. C. 114, 120 (1938). 

148 Jy re Carolina Advertising Corporation (granted) and Jn re Columbia 
Radio Company, Inc. (denied), 6 F. C. C. 230, 232, 235 (1938). 

149 Jy re Harmon LeRoy Stevens and Herman Leroy Stevens, doing busi- 
ness as Port Huron Broadcasting Company (granted) and Jn re William W. 
Ottaway (denied), 5 F. C. C. 177, 180, 182 (1938); and see also the dissent- 


ing opinion of Commissioner Stewart, In re Dorrance D. Roderick, 3 F. C. C. 
616, 623 (1937). 
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is doubtless a matter which the Commission must treat 
gingerly because of the power of the press and it has not 
been uniformly applied.*® In the Port Huron Broad- 
casting Company case,” the Commission, speaking with 


reference to the Ottaway application, said: 


At the hearing before the Examiner the applicant gave his 
emphatic opinion that in a community such as Port Huron he 
did not think that the publisher of a newspaper should operate 
a radio station. According to his testimony there would be no 
relationship between the proposed station and the newspaper. 
Yet the record is not clear as to how he would disassociate him- 
self from the newspaper in the operation of the station. 


In its “Grounds for Decision” in the case, the Commis- 
sion said: 


The granting of one of the applications herein precludes the 
granting of the other since each requests the use of the fre- 
quency 1370 kilocycles at Port Huron. Therefore, it is necessary 
for the Commission to determine which applicant will better 
serve public interest, convenience, and necessity. The records 
of the hearings on each application disclose that each applicant 
is well qualified to render a meritorious and needed broadcast 
service. All circumstances and facts considered, the granting 
of the application of Port Huron Broadcasting Company will 
better serve public interest, convenience, and necessity in that 
there will be added to the Port Huron area a medium for the 
dissemination of news and information to the public which will 
be independent of and afford a degree of competition to other 
such media in that area. 


The recent Barnes and Weiland—J. R. Walker, et. al. 
case’” is an interesting example of the diversity of views 
as to newspapers upon the Commission. This involved 
two conflicting applications for a station at Martinsville, 
Virginia. Barnes, one of the applicants, published the 
daily paper in the town. Both he and his partner had 
had some slight experience in broadcasting work and his 
partner Weiland operated a station in another city where 
he resided. The contesting applicants, had had no expe- 
rience but were apparently equally well financially qual- 


150 See The Times Publishing Company case, 4 F. C. C. 400. 
1515 F. C. C. 177, 180, 182. 


152 In re William Barnes and Jonas Weiland, Doc. 5425 (granted) and In re 
J. R. Walker, et al. Doc. 5497 (dened), Decided April 13, 1940. 
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ified and able to hire competent technical help, and had 
no interest in a newspaper or other radio stations. The 
Commission did, however, mention as an argument 
against them that they were not affiliated with any civic 
organizations in the city. ‘The Commission issued an 
order granting a license to Barnes and Weiland and deny- 
ing one to the Walker group. Commissioner Walker in 
a concurring opinion said that although generally he con- 
curred as to the lack of wisdom in giving control of all 
means of communications to the same group, in this case 
he approved the decision because granting a license to the 
Walker group would eliminate the newspaper by cutting 
down its advertising revenues. 

Chairman Fly and Commissioner Case dissented. 
Chairman Fly in his dissenting opinion stated that the 
decision of a majority was inconsistent with the Port 
Huron Broadcasting Company case’™ and did not give 
due consideration to Barnes’ ownership of the newspaper 
or to the fact that one of the successful applicants was a 
non-resident of the community and was also interested in 
another radio station. Mr. Fly pointed out that his ob- 
jections did not apply to all newspaper applicants but 
only to those cases where a monopoly in channels of pub- 
lic expression would be created by granting licenses to 
applicants connected with newspapers. 

Although priority of filing the application was men- 
tioned in the Port Huron Broadcasting Company case’™ 
as contributing to the reaching of an equitable result, 
ordinarily this factor is of no importance. However, in 
cases like the Pottsville case’”’ and the Heitmeyer case’” 
where the applicant doubtless would have obtained his 
license after the first hearing before the Commission, had 


1535 F.C. C. 177, supra. 
1545 F.C. C. 177, supra. 


155 Federal Communications Commission v. Pottsville Broadcasting Com- 
pany, 309 U. S. 134, 60 Sup. Ct. 437, 84 L. ed. 656 (1940). 


156 Fly v. Heitmeyer, 309 U. S. 146, 60 Sup. Ct. 443, 84 L. ed. 664 (1940). 
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not the Commission committed reversible error, a rather 
inequitable result is reached when, after the applicant 
prosecutes a successful appeal and returns to the Commis- 
sion, he is forced to compete with later applicants in a 
new hearing without any advantage because of his pri- 
ority in application. 


COMPETITION OF APPLICANTS WITH EXISTING STATIONS 


It is the policy of the Federal Communications Act 
that there should not be a monopoly of radio communi- 
cations.” Both the Commission and the courts have 
stated that competition is desirable’® and where the eco- 
nomic situation in a community will permit, additional 
stations may be licensed even though existing stations pro- 
test that their revenues will be reduced.*” As a corollary 
to the rule that existing stations will not be deleted to 
make way for a new station unless there are impelling 
reasons of public policy,” a new station will not be 
licensed where the effect of granting such a license would 


be to drive existing stations rendering satisfactory service 
out of business.*** 


In the Yankee Network case,” the Court of Appeals 
for the District of Columbia pointed out that there must 
be regulation of the number of stations in order to pre- 
vent ruinous economic competition, just as there must be 


157 Section 311 of the Act, 48 Stat. 1086 (1934), 47 U. S. C. §311 (1934) ; 
Section 314 of the Act, 48 Stat. 1087 (1934), 47 U. S. C. § 314 (1934). 

158 Jy re Dorrance D. Roderick, 3 F. C. C. 616, 622 (1937). See also later 
opinion in same case after reversal by Circuit Court of Appeals of the Dis- 
trict of Columbia; 5 F. C. C. 563, 568; In re Arthur Lucas, 5 F. C. C. 464, 
466 (1938); In re Columbia Radio Company, Inc., 6 F. C. C. 230, 235 (1938) ; 
In re Presque Isle Broadcasting Company, Doc. 5426, Decided March 13, 1940; 
Yankee Network, Inc. v. Federal Communications Commission, 107 F. (2d) 
212, 223 (1939); Federal Communications Commission v. Sanders Brothers 
Radio Station, 309 U. S. 470, 475, 60 Sup. Ct. 693, 84 L. ed. 869, 874 (1940). 

159 Jy re Arthur Lucas, 5 F. C. C. 464, 466 (1938); Tri-State Broadcasting 
Co. v. Federal Communications Commission, 107 F. (2d) 956, 957 (App. D. C. 
1939) ; WOKO, Inc. v. Federal Communications Commission, 109 F. (2d) 
665, 666 (App. D. C. 1940). 

160 Supra, p. 8, and see note 21, supra. 

161 Jy re Fall River Herald News Publishing Company, 5 F. C. C. 377, 381 
gy Yankee Network, Inc. v. Federal Communications Commission, supra 
note 158. 

162 107 F. (2d) 212, 223, supra note 158. 
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regulation to control electrical interference. In that case 
the court said: 





The Commission attempts to support its position by arguing 
that “‘one of the chief concerns of Congress, as evidenced by 
the reports and debates, was to guard against monopolies and 
to preserve competition.” It is difficult to understand how this 
result could be achieved by deliberately or carelessly licensing so 
many new competing stations as to destroy already existing 
ones, and possibly the newly created ones as well. While it is 
true that it was the intention of Congress to preserve competi- 
tion in broadcasting, and while it is true that such intention was 
written into Section 314 of the Communications Act, it certainly 
does not follow therefrom that Congress intended the Commis- 
sion to grant or deny an application in any case, other than in 
the interest of the public. Just as a monopoly—which may 
result from the action of the Commission in licensing too few 
stations—may be detrimental to the public interest, so may 
destructive competition, effected by the granting of too many 
licenses. The test is not whether there is a monopoly, on the 
one hand, or an overabundance of competition, on the other, but 
whether the granting or denying of the application will best 
serve the interest of the public. 





While the Commission was largely occupied, in its earlier years, 
with finding qualified licensees and controlling electrical inter- 
ference, now a new problem has developed, which is just as 
important as electrical interference and which the Commission 
must meet and solve. The rapidly increasing number of stations 
and the resulting competition for advertising as well as program 
“talent” has just as dangerous possibilities as electrical inter- 
ference. The public interest requires not merely that a maxi- 
mum quantity of minimum quality service shall be given. If 
competition is permitted to develop to that extent, then “the 
larger and more effective use of radio in the public interest” 
cannot be achieved. 

The method of uncontrolled competition argued for by the 
Commission in the present case is in fact one way of creating 
monopolies. If it were allowed to go on unrestrained, according 
to its theory of non-reviewable arbitrary power, none but a 
financial monopoly could safely exist and operate in the radio 
broadcasting field. The Commission justifies its . . . conten- 
tion in theory, by assuming that if a chain, operating several 
broadcasting stations, or a company which owns both news- 
papers and broadcasting stations, is able to carry one of them 
financially, even though the latter station is not able to support 
itself, then the latter cannot protest against destructive compe- 
tition. The result of this policy might well be to destroy or 
frighten from the radio broadcasting industry, any independent 
station attempting to operate on its own resources; and to leave 
in the field only monopolies which were sufficiently supported 
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financially to withstand the destructive competition which might 
result from arbitrary, careless action upon the part of the Com- 
mission in the granting of new station licenses. 


But licensees who protest the grant of a new license 
must show something more than mere economic injury 
to themselves. It is only if the granting of a new license 
will destroy the ability of existing stations to carry on 
in the public interest that such new license will be refused 
because of its effect upon existing stations unless there 
are Overweening reasons of a public nature for granting 
it. The policy with respect to this question was rather 
fully stated by the United States Supreme Court in the 
Sanders case’ in which Justice Roberts said: 


The decision of the court below, and the challenge made in 
petition for rehearing and here by the Commission, raise a 
fundamental question as to the function and powers of the Com- 
mission and we think that, on the record, it is open here. 


First. We hold that resulting economic injury to a rival 
station is not in and of itself, and apart from considerations of 
public convenience, interest, or necessity, an element the peti- 
tioner must weigh, and as to which it must make findings, in 
passing on an application for a broadcasting license. 


Section 307(a) of the Communications Act, 47 USCA 
§ 307(a), directs that “the Commission, if public convenience, 
interest, or necessity will be served thereby, subject to the limi- 
tations of this Act, shall grant to any applicant therefor a sta- 
tion license provided for by this Act.” This mandate is given 
meaning and contour by the other provisions of the statute and 
the subject matter with which it deals. The Act contains no 
express command that in passing upon an application the Com- 
mission must consider the effect of competition with an existing 
station. Whether the Commission should consider the subject 
must depend upon the purpose of the Act and the specific pro- 
visions intended to effectuate that purpose. 


163 Great Western Broadcasting Ass’n, Inc. v. Federal Communications Com- 
mission, 94 F. (2d) 244, 248 (App. D. C. 1937); Pulitzer Pub. Co. v. Federal 
Communications Commission, 94 F. (2d) 249, 251, 252 (App. D. C. 1937). 
(“public convenience, interest or necessity (in connection with broadcasting 
stations) should not be given such a broad meaning as is applied to it elsewhere 
in public utility legislation”); Tri-State Broadcasting Co. v. Federal Com- 
munications Commission, 107 F. (2d) 956, 957 (App. D. C. 1939); WOKO, 
Inc. v. Federal Communications Commission, 109 F. (2d) 665, 666 (App. D. C. 
1940): Federal Communications Commission v. Sanders Brothers Radio Sta- 
tion, 309 U. S. 470. 476, 60 Sup. Ct. 693, 84 L. ed. 869, 874 (1940). 

164 309 U. S. 470, supra. 
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In contradistinction to communication by telephone and tele- 
graph, which the Communications Act recognizes as a common 
carrier activity and regulates accordingly in analogy to the regu- 
lation of rail and other carriers by the Interstate Commerce 
Commission, the Act recognizes that broadcasters are not com- 
mon carriers and are not to be dealt with as such. Thus the Act 
recognizes that the field of broadcasting is one of free compe- 
tition. The sections dealing with broadcasting demonstrate that 
Congress has not, in its regulatory scheme, abandoned the prin- 
ciple of free competition, as it has done in the case of railroads, 
in respect of which regulation involves the suppression of waste- 
ful practices due to competition, the regulation of rates and 
charges, and other measures which are unnecessary if free com- 
petition is to be permitted. 

An important element of public interest and convenience 
affecting the issue of a license is the ability of the licensee to 
render the best practicable service to the community reached by 
his broadcasts. That such ability may be assured the Act con- 
templates inquiry by the Commission, inter alia, into an ap- 
plicant’s financial qualifications to operate the proposed station. 





Plainly it is not the purpose of the Act to protect a licensee 
against competition but to protect the public. Congress intended 
to leave competition in the business of broadcasting where it 
found it, to permit a licensee who was not interfering electrically 
with other broadcasters to survive or succumb according to his 
ability to make his programs attractive to the public. 

This is not to say that the question of competition between 
a proposed station and one operating under an existing license 
is to be entirely disregarded by the Commission, and, indeed, the 
Commission’s practice shows that it does not disregard that 
question. It may have a vital and important bearing upon the 
ability of the applicant adequately to serve his public, it may 
indicate that both stations,—the existing and the proposed— 
will go under, with the result that a portion of the listening 
public will be left without adequate service; it may indicate 
that, by a division of the field, both stations will be compelled 
to render inadequate service. These matters, however, are 
distinct from the consideration that, if a license be granted, 
competition between the licensee and any other existing station 
may cause economic loss to the latter. If such economic loss 
were a valid reason for refusing a license this would mean 
that the Commission’s function is to grant a monopoly in the 
field of broadcasting, a result which the Act itself expressly 
negatives, which Congress would not have contemplated without 
granting the Commission powers of control over the rates, pro- 
grams, and other activities of the business of broadcasting. 

We conclude that economic injury to an existing station is 
not a separate and independent element to be taken into con- 
sideration by the Commission in determining whether it shall 
grant or withhold a license. 
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In order to prove that the effect of granting another 
license will impair the ability of existing’ stations ren- 
dering good service to continue to satisfactorily serve the 
public, the stations protesting against the grant of a new 
license must provide clear and convincing proof.’® Other- 
wise, the new application will not be refused because of 
any effect it may have on existing stations.’*° 


CONCLUSION 


The term “public interest, convenience or necessity” 
cannot be precisely defined any more than the care re- 
quired of a reasonable man in negligence cases can be 
defined. But there are certain principles which are set 
forth in the decisions of the Commission and the courts 
which, as set forth above, do give meaning to the term 
and will assist a lawyer in predicting what the Commis- 
sion is apt to do when confronted with a given set of facts. 

Because the opinions of the Commission serve this pur- 
pose, in addition to the more direct purpose of deciding 


individual cases, let us hope that the present trend toward 
issuing decisions after hearings but without findings'’” 
will not be extended. 

Just as the common law took substance through the re- 
corded decisions of the courts, the term “public interest, 
convenience or necessity” has acquired and is acquiring 


165 Jn re Fall River Herald News Publishing Company, 5 F. C. C. 377, 381 
(1938). (In this case it was apparent that applicant was already using all the 
resources of its newspaper to destroy the existing station). 


166 For typical cases, see In re Y. W. Scarborough and J. W. Orvin, 6 
F. C. C. 186, 192 (1938) (where only a small portion of the potential adver- 
tisers were using the existing station); Jn re The Metropolis Company, 6 
F. C. C. 425, 428 (1938) (where the existing station did not actively solicit 
local advertising and relied largely on chain broadcasting for its revenues) ; 
In re Amarillo Broadcasting Corporation, 6 F. C. C. 507, 511 (1938) (where 
of twenty-three merchants who had signed contracts with applicant, only one 
had used facilities of existing station); Jn re Spartanburg Advertising Com- 
pany, Doc. 5451, Decided October 26, 1939 (In which the intervenor gave con- 
tradictory reports as to his earnings); In re M. C. Reese, Doc. 5317, Decided 
Jan. 26, 1940; In re Sentinal Broadcasting Corp. Doc. 5094, Decided July 16, 
1940; Tri-State Broadcasting Co. v. Federal Communications Commission, 
107 F. (2d) 956, 958 (1939) ; WOKO, Inc. v. Federal Communications Com- 
mission, 109 F. (2d) 665, 667 (1939). 

167 Page 2, supra, also 8 Geo. Wasu. L. REv., supra, note 6 
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a more definite connotation through the opinions of the 
Commission and the courts. 

The Commission has not always been consistent in its 
rulings, as witness its inconsistent decisions with respect 
to newspaper owning applicants for licenses,’ but, for 
that matter, neither have the courts, including the United 
States Supreme Court. 

Perhaps this defining process could be accelerated, and 
perhaps there would be more uniformity in decisions if 
the Commission used more freely its rule making power. 
Yet, in view of the wide variability as to the facts in each 
case, it may be that it is unwise to attempt to strictly 
codify the requirements of the Act as to public interest, 
convenience or necessity. 

For, just as the common law was a flexible thing, 
changing to meet different circumstances or as earlier 
principles were outgrown, so apparently are the policies 
of the Commission, as for example, was shown by the 
decision in the Meyer case,” and while the public is 
entitled to have administrative regulations, as well as the 
statutory law, be as definite as possible, the field of admin- 
istrative law is necessarily one in which some judgment 
must be delegated to the administrative officials who can- 
not efficiently or fairly administer the laws they are called 
upon to administer if they are too rigidly fettered either 
by the statutes or their own regulations. 


168 Page 31, supra, and see notes 149 to 152, both inclusive, supra. 
169 Jy re F. W. Meyer, Doc. 5074, Decided Nov. 15, 1939. 





THE INVESTMENT COMPANY ACT OF 1940 


J. WOODROW THOMAS 
Washington, D. C. 


The Investment Company Act of 1940° is one of a 
series of congressional measures that have been passed 
with the avowed purpose of bringing safety to the in- 
vesting public.’ 

Before going into the details of this Act it is well to 
provide some definitions and review briefly the history 
of investment organization in order to show clearly the 
pressing necessity for adequate regulation in the field. 

Investment companies are of several types but gener- 
ally speaking, they are investment concerns whose busi- 
ness it is to buy securities from corporations and issue 
securities of their own which reflect the earnings of the 
concerns’ own portfolios of corporation stock.’ These 


1 Public Law No. 768, 76th Cong., 3d Sess. (August 22, 1940), 15 U. S. C. 
Supp. V. § 80a (1940) hereinafter cited by section or as the Act. The Act 
contains three titles; Title I dealing with Investment Companies; Title II 
dealing with the regulation of Investment Advisers; Title III amends sec- 
tion 8(a) of the Securities Act of 1933. This paper will be addressed to 
Title I 

2 Other legislative measures based upon the same motive, in the order of 
their passage, are: Securities Act of 1933, 48 Stat. 74 (1933), 15 U. S. C. Supp. 
V. § 77a =, _ Securities Exchange Act of 1934, 48 Stat. 881 (1934), 15 
U.S. C. Sepe. § 78a (1940); Public Utility Holding Company Act of 
1935, 49 Stat. 538 (1935), 15 U. S. C. Supp. V. § 79 «%: Chapter X of 
the amended Bankruptcy Act, 52 Stat. 883 (1938), 11 U. C. §501 (1939) ; 
Trust Indenture Act of 1939, 53 Stat. 1149 (1939), 15 Ui. . ¢ Supp. V. 
§77aaa (1940). Insurance is the only remaining branch of the investment and 
financial field that has entirely escaped regulation by the Government. When 
regulation is adopted here, steps toward which have already been initiated, 
(Pub. Res. No. 113, 75th Cong. 3d Sess.), the whole field of investment and 
finance will have become subject, either in reality or on paper, to Securities 
and Exchange Commission guardianship. 

3 For other definitions of investment companies see Report of the Securi- 
ties and Exchange Commission on Investment Trusts and Investment Com- 
panies (1938-1940), Part I, c. 2, p. 18, et seq. (hereinafter cited as Report). 
For discussions of investment trusts in general, see FowLer, AMERICAN IN- 
VESTMENT Trusts (1928) and WILLIAMs, INVESTMENT TRUSTS IN AMERICA 
(1928). “The term ‘investment trust’ has been avoided in the definition and 
generally in the text of the report because of its restricted meaning and mis- 
leading implications. The great majority of these organizations are not trusts 
even in form and those which are trusts in form are seldom true trusts, for 
almost invariably the trustee does not possess the rights and powers of a 
true trustee nor is he subject to the obligations and liabilities of such a 
trustee. The trustee has rather the status of a custodian of the securities of 
these organizations, with some additional duties of a ministerial nature.” Re- 
port, Part I, Ch. II, p. 19, n. 10. 

[ 918 ] 
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securities, most of which are sold to the public, may be 
common stock, preferred stock, debentures and others. 

Just what was the social function these investment con- 
cerns are reputed to have been serving in the past? The 
investment trusts tried to justify their existence by saying 
that they supplied the small investor with an investment 
more diversified and stable than he could have secured 
by buying directly, at the same time giving the investor 
the benefit of experienced and expert management.* The 
sales and promotional literature of these trusts compared 
them with insurance companies and banks.’ In reality, 
however, the analogy is imperfect since exceptional re- 
turns from the trusts were often based upon investments 
which are not legal for banks and insurance companies. 
Investment companies have flourished for a number of 
years in Great Britain,’ but it was not until the early 
twenties, that they became established, to any appreciable 
extent, in the United States.’ The “crash” of 1929 found 
them at their peak with a total of $8,000,000,000 assets 
at market value. From this height, the market value 
dropped to approximately $2,800,000,000 by the end of 
1937.° Of the 1,272 investment companies ascertained by 
the Securities and Exchange Commission to have been 
in existence at one time or another during the period 
from 1927 to 1936, less than one half this number re- 
mained at the end of 1936.° 

New Jersey in 1888 was the first state to enact a gen- 
eral law permitting intercorporate security holdings.” 
4 Report, Part I, c. 3, pp. 61-62. Over the period 1927-1937, as a whole, 
no significant difference existed between the performance of these investment 
companies and that of the common stock index Report, Part III, Ch. I. p. 37. 


5 Report, Part I, c. 3, p. 56 et seq. 


6 See Investment Trusts in Great Britain, H. R. Doc. No. 380, 76th Cong., 
Ist Sess. (1939); Report, Part I, c. 3, p. 37. 


7 The growth of investment companies attained the peak after 1926. Report 
Part I, Ch. III, pp. 35 and 37. 


8 Report, Part III, c. 1, p. 4. 
® Report, Part I, c. 1, p. 4. 


10 Public Laws of N. J., c. 269, p. 385, (1888) ; Cf. Compton, Early History 
of Stock Ownership by Corporations (1940) 9 Geo. Wasu. L. Rev. 125 et seq. 
4 
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Since that time the relaxation by the various states of 
legal restrictions against the ownership by one corpora- 
tion of the securities of another corporation seems to have 
been one of the primary reasons for the rapid growth of 
the investment companies.” 

The states found themselves unable to control the many 
abuses which grew out of the investment company organi- 
zations. The various “Blue-Sky” laws” of the states re- 
lating to the fraudulent sale of securities within such 
states, were just in the embryo state prior to 1927, and did 
not, therefore, materially affect the formation of invest- 
ment companies and the distribution of their securities. 
Most of these laws were limited in their operation to the 
original distribution of securities. Kansas in 1911** en- 
acted the first of these “Blue-Sky” laws. The purpose of 
such measures was stated in a case as a “means which 
affords protection to the investing public from the nefari- 
ous practices of none too scrupulous brokers and dealers 
in securities.”** In the beginning, certain doubts existed 


as to the general power of the states to enact such laws 
because a series of cases had held them to be unconstitu- 
tional because they deprived persons of their liberty to 
contract,”* abridged privileges of the citizens of the Unit- 
ed States** and imposed a burden on interstate com- 
merce.’ The doubts were put aside in 1917 when the 


11 Leverage—one or more issues of bonds, debentures, preferred stocks, or 
other securities outstanding in addition to common stock; trading activity 
in investment company securities on the stock exchanges and over the counter 
markets; market premiums—most investment company securities were aT 
in the market at premiums above their asset value. Report, Part III, Ch. 
pp. 12-16 

Savings banks, life insurance companies, trust funds, security affiliates, fire 
insurance companies, and holding companies exercised a general influence on 
the development of investment companies. Report, Part I, Ch. III, pp. 38-41. 

12 The State Blue-Sky laws are of several types: securities registration 
statutes, fraud statutes, and dealers’ statutes. See Investment Trusts and In- 
vestment Companies, Report of the SEC on Companies issuing Face Amount 
Installment Certificates, Chapter V, p. 125, 126. Also, Appendix W, pp. 179- 
196 


13 Laws of Kansas, Ch. 133, (1911). 

14 Stewart v. Brady, 300 Ill. 425, 133 N. E. 310, 315 (1921). 

15 Alabama & N. O. Transp. Co. v. Doyle, 210 Fed. 173 (E. D. Mich. 1914). 

16 Bracey v. Darst, State Auditor of West Virginia, 218 Fed. 482 (N. D 
W. Va. 1914). 

17 William R. Compton Co. v. Allen, 216 Fed. 537 (S. D. Iowa 1914). 
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United States Supreme Court held these laws constitu- 
tional,’* basing the argument on the power of the state to 
regulate the sale of securities within the sphere of the 
state police power for the general welfare of the people 
in the prevention of frauds. In the Hall case’ the court 
said, “there is no doubt of the supremacy of the national 
power over interstate commerce. Its inaction, it is true, 
may imply prohibition of state legislation but it may im- 
ply permission of such legislation. In other words, the 
burden of the legislation, if it be a burden, may be in- 
direct and valid in the absence of the assertion of the 
national power.” 

The officials of investment companies have used vari- 
ous devices to maintain control of their own concerns by 
creating voting trusts, non-voting stocks, stocks with mul- 
tiple voting rights, blank stocks (authorization to issue 
unlimited amounts of stocks without extending preémp- 
tive rights to old stock holders), management stocks and 
management contracts. Other abuses and deficiencies 
within the investment trust which were disclosed by the 
Securities and Exchange Commission and which it was 
hoped legislation would remedy, are: a complicated 
capital structure which permits organizers to usurp con- 
trol of a disproportionate part of the equity and yield 
of these trusts; diversion from their normal channels of 
diversified investment to abnormal channels of control of 
industry; pyramiding of investment companies primarily 
through recurrent promotions; disregard of fiduciary 
standards, thereby causing a conflict of interest between 
managers and the public; and incomplete disclosure of 
the management and organization of the conduct of in- 
vestment trusts.” 
(1917) ; Caldwell v. Sioux Falls Stock Yards Co., 242 U. S. 559, 37 Sup. Ct. 
224, 61 L. ed. 493 (1917); Merrick v. N. W. Halsey & Co., 242 U. S. 
568, 37 Sup. Ct. 227, 61 L. ed. 498 (1917). 

19 Td., 242 U. S. 539, 557. 
20 Hearing before Subcommittee of the Committee on Banking and Currency 


on S. 3580, 76th Cong., 2d Sess. (1940) Pt. I, pp. 45-46 (hereinafter referred 
to as Hearings). 
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Congress began to sense the need for federal regulation 
when in 1935 it added a section to the Public Utility 
Holding Company Act authorizing an investigation of 
the investment trust industry." The results of this inves- 
tigation were submitted from time to time by the Securi- 
ties and Exchange Commission to the Congress” and as 
a result thereof, the Wagner-Lea bill was introduced in 
both Houses of Congress on March 14, 1940.* Hearings 
were held upon this bill before a Sub-Committee of the 
Committee on Banking and Currency of the Senate,” at 
which time the representatives of the industry used every 
means possible to have the bill re-written so as to conform 
to their ideas as to the regulation necessary for invest- 
ment companies. At the hearings the immediate need 
for some type of federal regulation of the industry was 
unanimously expressed. Control was the theme of the 
Securities and Exchange Commission while disclosure 
only was the theme of the representatives of the industry. 


Representatives of the investment companies vigorously 
denounced the original bill contending it would subject 
their concerns to objectionable censorship, red tape, and 
bureaucratic control, much of which would be mere du- 
plication of the procedure already required under the 
Securities Act of 1933 and other laws administered by the 
SEC. The opponents of the original bill further claimed 
that the powers given to the SEC were highly discretion- 
ary and would prove dangerous since the original bill 


21 49 Stat. p. 803; 15 U. S. C. Supp. V. §§ 79-79z-6, Ch. 687, Title I, August 
26, 1935. After the market collapse in 1929 there were general expressions of 
apprehension and disapproval of investment companies. See especially Flynn, 
Investment Trusts Gone Wrong (1930) 62 New Repustic 43, 181, 212; note, 
Statutory Regulation of Investment Trusts (1930) 44 Harv. L. Rev. 117-120; 
Report of the Senate Committee on Banking and Currency on Stock Exchange 
Practices, 73d Cong., Senate Report No. 1455 (1934) at pp. 333-359. 

22 Report of the Securities and Exchange Commission on Investment Trusts 
and Investment Companies (1938-1940). 

23 Wagner-Lea Bill, S. 3580, H. R. 8935, 76th Cong., 3d Sess. (1940) here- 
inafter referred to as the original bill). 


*4Investment Trusts and Investment Companies, Hearings before a sub- 
committee of the Committee on Banking and Currency United States Senate, 
76th Cong., 3d Sess. on S. 3580 (four volumes). 
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left to the SEC the power to adopt rules and regulations 
to supplement the broad policies outlined therein. 

Objections of the representatives of the investment com- 
panies to the original bill may be summarized briefly: 
(1) it would limit the size of investment companies to 
figures far below the existing size of many other types of 
financial institutions; (2) it would limit the availability 
of qualified men for managing the companies and would 
thereby depreciate the calibre of officials; (3) it would 
override the rights of shareholders in an unprecedented 
fashion by establishing the unfettered discretion of the 
SEC as superior to any existing contracts or wishes of 
the shareholders regarding the distribution of voting 
rights; (4) it would restore the common law right of 
preémption and this right had never been lost by the 
shareholders unless by a contract relinquishing such right; 
(5) it would prevent the issuance of any security other 
than common stock having equal voting rights with every 
outstanding share of the company’s stock, thereby pre- 
venting the security purchasers from buying debentures 
or preferred stock even if they desired to do so.” 

The SEC and the Sub-Committee on Banking and 
Currency of the Senate appeased the representatives of 
the industry by allowing them to submit a memorandum 
of “constructive proposals”* for consideration by the 
committee in redrafting the bill for regulation of invest- 
ment companies. 


The “constructive proposals’ were followed and the 
result thereof is the Investment Company Act of 1940. 
The Act in its final form has removed the more impor- 
tant features of the original bill. It will be attempted in 
this paper, by analysis of the corresponding sections of 
the original bill and of the Act, to show wherein the 
former was a true control measure and the latter but a 


25 Hearings, Part 2, pp. 325-486. 


26 See statement of Arthur H. Bunker, Executive Vice-President, The Leh- 
man Corp., New York City, Hearings, Part 2, pp. 1051-1059. 
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mere disclosure measure, insufficient to correct the abuses 
noted herein. 

Except for minor changes, those sections of the original 
bill and the Act which deal with the definition, classifica- 
tion, subclassifications and exemptions of investment com- 
panies are the same.” 

The definition of an investment company, in both the 
original bill and the act was arrived at by including, in 
general terms, any “issuers engaged primarily in the 
business of investing, reinvesting, or trading in securi- 
ties.”** A mathematical formula is then prescribed to 


enable one to arrive at the foregoing definition. The 
formula involves any issuer which: 


is engaged or proposes to engage in the business of investing, 
reinvesting, owning, holding, or trading in securities, and owns 
or proposes to acquire investment securities having a value ex- 
ceeding 40 per centum of the value of such issuer’s total assets 
(exclusive of Government securities and cash items) on an un- 
consolidated basis.*® 
In spite of this specific definition of an investment com- 
pany, many concerns are still exempted from provisions 
of the Act under any one of many exemptions provided. 
The original bill and the Act, it seems, go much too far 
in granting these immunities. Most of the releases of 
the SEC under the Act have dealt with and granted ex- 
emptions. Both the Act and the original bill exclude from 
regulation companies whose investment holdings are in 
wholly owned subsidiary non-investment companies,” and 
provision is, also, made to exclude, upon application to 
the SEC, those companies whose holdings are in majority 
owned subsidiary or controlled companies conducting 
similar types of businesses.” The subsidiary or controlled 
company must not be an investment company. In addi- 
tion, the Act specifically excludes organizations such as 


27 Act, §§ 3, 4, 5, 6; Bill, §§ 3, 4, 5, 6. 
28 Act, §3(a) (1); Bill, § 3(a) (1). 

29 Act, § 3(a) (3); Bill, § 3(a) (3). 

30 Act, §3(b) (1) (3); Bill, §3(b) (1) (3). 
31 Act, §3(b) (2) (3); Bill, § 3(b) (2) (3). 
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banks, insurance companies, and registered holding com- 
panies since they are already subject to supervision. Other 
groups such as protective committees, closely held private 
companies, and small loan and acceptance companies are 
exempted because they are classified as concerns which 
do not call for the type of supervision for which the bill 
and the Act were designed. Provisions are, also, made 
for exemptions of those companies confining their activi- 
ties to a single territory or possession of the United States, 
to companies in receivership or bankruptcy, to employees 
securities organizations, and to small intrastate compa- 
nies.” Section 3 (b) of the Act exempts from section 
3 (a) those companies primarily engaged in a business 
other than that of investing, reinvesting, owning, holding 
or trading in securities. By taking advantage of this sec- 
tion, it will be possible under the Act, to pyramid invest- 
ment company control through the medium of industrial 
companies. To prove the truth of this statement, the SEC 
has recently exempted companies which have been guilty 
of such pyramiding from the provisions of the Act.* It 
appears no investment concern is finding it difficult to 
become exempted from the provisions of the 1940 legis- 
lation. 

Next, let us consider the classification of investment 
companies in the bill and the Act. Both classify them 
according to three main types: (1) Face-Amount Certifi- 
cate Companies, (2) Unit Investment Companies, and 
(3) Management Companies.” 

The first of these types, face-amount certificate com- 
























32 Act, §3(c) 1-15. 
33 SEC Release Nos. 109, 111. (Investment Company Act of 1940). “A 
company over 97% of the assets of which (exclusive of Government securities 
and cash items) are represented by its holdings of investment securities in 
majority-owned or controlled subsidiaries engaged in the manufacture of 
aluminum products and which derives over 98% of its total income from such 
manufacturing subsidiaries, held in the light of these and various other factors 
entitled to an order declaring it to be primarily engaged in a business other 
than that of investing, reinvesting, owning, holding, or trading in securities 
through majority-owned subsidiaries, and therefore excepted from the defini- 
tion of ‘investment company.’” Release 110 of SEC, 


34 Act, §4(1) (2) (3); Bill, §4(1) (2) (3). 
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panies, issues a certificate to the purchaser for the con- 
sideration of the payment of fixed installments. The 
corporation agrees to pay at maturity the face amount of 
the certificate or to pay prior to maturity date a specified 
cash surrender value. 

The second type, unit investment companies, sells the 
investor an undivided interest in a specified group of 
securities which are deposited with a trustee. Here, man- 
agement discretion is almost completely eliminated and 
there are few attempts to change the underlying securi- 
ties. 

Finally, management investment companies are those 
in which there is only a limited amount of restrictions 
placed upon the type and amounts of investments that 
can be made. This group includes two types:* First, 
“open-end” companies issue redeemable securities, that is, 
a security which provides that the holder may tender it 
to the company at any time and receive a sum of money 
approximating the current market value of his propor- 
tionate share in the company’s assets. This type of com- 
pany, because of the redeemable feature, is continuously 
selling new securities in order to prevent their funds 
from shrinking. Second, the “closed-end” companies do 
not have the redeemable feature and therefore distribute 
their securities only when they need new capital. Under 
both the Act and the bill, the management investment 
company is further divided into “diversified” and “non- 
diversified” companies.** The Act defines a “diversified” 
company by saying that as to 75% of its cash and securi- 
ties assets, it must not invest more than 5% of the value 

35 Act, §5(a)(1)(2); Bill, §5(a)(1)(2). Since the assets of “open end” 
companies consist almost exclusively of securities, usually common stocks, 
which are subject to market fluctuations, it is necessary that the shares which 
the companies issue and redeem be priced in a manner to reflect these shifts 
in portfolio value. If a company’s method of pricing does not adequately 


reflect changes in portfolio values, inequalities will result among its share- 
holders. SEC Release 34-2866. 

36 Act, §5(b) (1) (2); Bill, §5(b) (1-3). The “diversified” company was 
visualized as the simple company which did not put a substantial part of its 
money into risk capital or venture capital but was going to give the public 
diversification in seasoned securities. Hearings, Part II, p. 867. 
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of such total in the securities of any other one company, 
and may not own more than 10% of the outstanding vot- 
ing securities of the company.” The “diversified” com- 
pany was further defined by the bill: (1) it must be one 
whose portfolio turnover during its last fiscal year did 
not exceed 150%; (2) it must be a non-leverage company; 
(3) it must not own or control any voting stock issued by 
another investment company.* The bill, also, subdivided 
non-diversified management investment companies into 
“securities trading companies” and “securities finance 
companies,”** but these types of non-diversified compa- 
nies were not described in the Act. The basic purpose 
of the bill in dealing with the classification and subclassi- 
fication of investment companies was to give the public 
information regarding the fundamental investment pol- 
icy. In order to make this information clear and unques- 
tionable in the mind of the investor, the further the 
taxonomy is carried, the more intelligible would the defi- 
nition of the investment company become. The bill car- 
ried the classification into just such detail for the benefit 
of investors but the Act as finally passed evaded classifi- 
cations to the point that the investing public must neces- 
sarily still be in doubt as to the real meaning of this type 
of concern. 


Next, let us look at the registration requirements con- 
tained in the bill and in the Act. Here the Investment 
Act greatly weakened the registration requirements of the 
bill. The original bill provided that every registered in- 
vestment company must state its type of company; its 
activities other than investing in which it was already 
engaged or proposed to engage; and its characteristics, 
amounts, and relative amounts of securities and other 

87 Act, §5(b) (1). The Bill Sec. 5(b)(1)(A)(B), qualifies a “diversified” 
company by saying that as to 85% of its cash and securities assets, it must 
not invest more than 5% of the value of such total in the securities of any 


other one company, and may not own more than 5% of the outstanding voting 
securities of the company. 


38 Bill, §5(b) (1) (C) (D) (E). 
39 Bill, § 5(b) (2) (3). 
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assets which the registrant had acquired or proposed to 
acquire. The SEC could then require additional perti- 
nent information regarding the registrant and affiliated 
persons. To eliminate duplication regarding filing there 
was a provision permitting those companies who had filed 
under the Securities Act of 1933 or the Securities Ex- 
change Act of 1934, to use such registration statement 
and supplement it with the additional information re- 
quired.** The Act, however, decreases the amount of infor- 
mation which a company would be required to disclose, 
thus making it easily possible for a trust to engage in new 
activities. Furthermore, the Act completely eliminates 
the clause of the original bill which requires a company 
to register any activity other than the investment in which 
it had originally proposed to engage, substituting for such 
a clause a purely superficial requirement that if a regis- 
trant “reserves freedom of action to engage in activities 
of certain types, and if such freedom of action is re- 
served,” a statement is to be made “indicating, insofar 
as it is practicable, the extent to which the registrant 
intends to engage therein.” *’ The provision in the original 
bill requiring additional pertinent information regard- 
ing the registrant, affiliated persons thereof, and under- 
writers has likewise been removed from the Act, and sub- 
stituted therefor is a provision calling for a recital of the 
policy of the registrant in respect to certain matters, 
which the registrant deems matters of fundamental policy 
and elects to treat as such.“ In the original bill it was 
for the SEC to determine what were to be matters of 
fundamental policy, but under the Act, matters of funda- 
mental policy are to be what the officials deems them 
to be. 

Now let us note that investment trusts have been de- 
scribed as large liquid pools of the public’s funds gath- 


40 Bill, § 8. 
41 Act, §8(b) (1). 
42 Act, §8(b) (2). 
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ered from the public generally on the theory that the per- 
sons managing these funds for the public are experts.” 
Affiliates should not have uncontrolled discretion with the 
management of the companies and the investment of the 
investors’ funds unless the investors know just who these 
affiliates are and are satisfied with their ability to invest 
and manage their funds. 

In the original bill affiliated persons and underwriters 
of investment companies were required to register.” 
Under the Act, however, there is a requirement that the 
investment company file the name and address of each 
affiliated person of the registrant; the name and prin- 
cipal address of every company, other than the registrant, 
of which such person is an officer, director or partner. 
. . . The Act also requires a brief statement of the busi- 
ness experience for the preceding five years of each officer 
and director of the registrant.* It is obvious, then, that 
under the Act, the trust, rather than the affiliates and 
underwriters, will be liable for misstatements.** Under 
the bill the antithesis would have been true. Both the 
original bill and the Act further seek to prevent injury 
to investors which might result from management of 
trusts by unscrupulous affiliates. Certain of these affili- 
ates are made ineligible to act as officers or directors in 
both Act and bill: (1) those convicted of a crime in con- 
nection with a security transaction; (2) those temporar- 
ily subject to an injunction in connection with a securities 
fraud.* 

Let us, next, examine the bill and the Act concerning 
their provisions regarding affiliations involving conflict- 
ing interests. ‘To remedy certain ill effects from conflict- 
ing interests and interlocking directorates within the 


43 See testimony of David Schenker, Counsel for the investment trust study, 
Hearings, Part 1, p. 200. 


44 Bill, § 9(a) (1-4). 

45 Act, §8(b) (3). 

46 Bill, §9(d) (3) provided that affiliates would be held liable for any omis- 
sion of a material fact from their applications. 


‘7 Act, §9(a)(1)(2); Bill, §9(¢d) (1) (2). 
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company, the original bill contained commendable regu- 
latory features which were, no doubt, inspired by Con- 
gressional precedents which had already been imposed 
on interlocking directorates in the Clayton Act, the 
Public Utility Holding Company Act,” the Interstate 
Commerce Commission Act,” and the Banking Act.” 
The bill’s regulation” involved the prohibition of inter- 
locking directorates one year from its enactment, provid- 
ing that only a minority of the board of directors might 
be affiliated persons of any one company. Further, the 
same person could be an officer or manager of only one 
investment company. These provisions would have aided 
materially in preventing another company from domi- 
nating the investment company for its own purposes. 
Note, too, that the original bill permitted an investment 
company to be dominated by another investment com- 
pany in the same investment system or to be dominated by 
a bank if the majority of the members of the board were 
persons connected with the bank on the day the bill be- 
came law, thereby eliminating objections of investment 
company representatives. The bill, further, contained 
provisions against self-dealings by investment bankers 
and brokers, prohibiting any investment banker or brok- 
er, after one year from the enactment of the bill, from 
becoming affiliated in any capacity with more than one 
investment company. 

Now, let us examine the compromise which resulted in 
the final Act’s provisions concerning conflicting interests. 
First, a complete new section provides for an independ- 
ent majority on the board of directors, the function of 
which majority is to supervise activities on the part of 
those minority directors who are serving the company 
in other capacities. Second only 60% of the board of 

48 Clayton Act, 15 U. S. C. §19 (1934). 

49 Public Utility Holding Company Act, 15 U. S. C. Supp. V. § 798(c) 
i Commerce Commission Act, 49 U. S. C. §20a(12) (1934). 


51 Banking Act, 12 U. S. C. §78 (1934). 
52 Bill, § 10. 
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directors of an investment company may be affiliated with 
that company (contrary to the minority percentage in 
the original bill) Third, a broker, director, officer or 
employee of the investment company might not serve as 
broker or principal underwriter if a majority of the 
board of directors are brokers or principal underwriters. 
Next, no investment company may have as director, 
officer, or employee any investment banker if a majority 
of the board are investment bankers. Finally, a majority 
of the board of directors of any investment company 
may not be officers or directors of any one bank.” It 
seems, by this whole provision, that a banker and a 
broker, each with a minority interest, may have, together, 
a majority interest and control the company. 

It is obvious after noting the prohibitions against in- 
vestment company conflicts of interests as proposed in 
the original bill and the final compromise provisions in 
the Act itself, that the proposed bill dealt sternly with 
the problem of such contending interests. A complete 
divorcement of the functions within the companies with 
a separate and unrelated personnel to supervise each in- 
dividual concern would have been certain. In addition, 
the sterner provisions of the bill would undoubtedly have 
barred interlocking directorates with their subsequent 
manipulations. The Act’s evasive provisions concerning 
the conflicts of interests creates doubts as to whether such 
interests can be controlled in the future in the face of 
the shrewdness with which affiliates have practiced in 
the past. 

Before analyzing the legislation concerning promotion 
of investment companies, one must be aware of the fact 
that such companies may be started with but very little 
capital. Consequently, during certain periods records 
have shown, one such company started each day.“ The 
outstanding example disclosed by the SEC was the 


53 Act, § 10. 
54 Hearings, Pt. 1, pp. 225-232. 
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United Founders Corporation,” which started in 1922 
with beginning capital of $500. In seven years the group 
had become the largest group of investment companies 
in the United States. The group built up a $500,000,000 
trust system from which insiders took out millions in 
profits, while the public lost at least $390,000,000. The 
profits registered on their books came from transactions 
in group securities, the security holders being unaware 
of this shifting of securities from one company to an- 
other. The “insiders” have a purpose in such wholesale 
“manufacture” of investment trusts. Every time there is 
an exchange of securities, large underwriting and selling 
profits are made. The investor suffers from such recur- 
rent promotions. He, in theory, derives diversification 
and expert advice from investment companies. In prac- 
tice these benefits are lost as a result of overemphasis on 
distribution of the companies’ portfolios. As long as 
recurrent promotions are not absolutely controlled, the 
exchange of portfolios will continue to exist to the detri- 
ment of the security holders. The original bill offered 
protection from the mass production of companies by 
limiting a promoter to the formation of but one trust 
every five years.” This provision would have prevented, 
too, pyramiding, an outstanding abuse noted in the SEC 
study of investment companies.’ The Act makes no pro- 
vision which would prohibit the “manufacture” of in- 
vestment companies.” 

Permission to underwrite was granted investment com- 
panies by both the original bill and the Act.” This priv- 
ilege, in the original bill, however, was restricted to di- 
versified investment companies to the extent that the 


55 See statement of Carl S. Stern, Attorney, Securities and Exchange Com- 
mission, Washington, D. C., Hearing, Pt. 1, pp. 81-119. 

56 Bill, §11(a). 

57 For a good example of pyramiding see the case of “Goldman-Sachs Trad- 
ing Corp.,” Hearings, Pt. 1, pp. 225-232. 

58 Sec. 11 of the Act deals with an entirely new subject—“Offers of Ex- 
change.” 

59 Act, §12; Bill, $12. 
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maxunum amount of underwriting remain in the 15% 
reservoir of the trusts’ assets,” a percentage raised to 
25% by the Act.* Underwriting is prohibited in other 
types of investment and financial institutions.” Sound 
investment suffers when higher profits may be realized 
by underwriting less desirable securities. Underwriting, 
obviously, should not be permitted unless it is at all times 
policed by the SEC and approved by the shareholders. 
In the same section which permitted underwriting, the 
original bill makes a “sweeping” prohibition against the 
purchase by one investment company of the securities of 
another investment company.” ‘The Act, however, pro- 
vides that a closed-end company may purchase on the 
open market after six months warning to its sharehold- 
ers, Or pursuant to tenders by an entire class of share- 
holders, or under other circumstances approved by the 
SEC.“ 

Now let us consider the bill’s and the Act’s provisions 
regarding changes in investment policy of a company. 
“Looting” and the sale of control have been common 
practices in investment companies.* The shift of control 
is assured by the successive resignation of the old direc- 
tors and their successive replacement by election of new 
members on nomination of the purchasing group. The 
transactions are surrounded by suspicious circumstances. 
In a recent case, involving sale of control by the con- 
60 Bill, § 12(b). 

61 Act, §12(c). 

62 N. Y. Insurance Law, § 100, 48 Stat. 188 (1933), 12 U. S. C. § 377 (1934). 

63 Bill, §12(c) (1). 

64 Act, §23(c) (1) (2) (3). 

65 Based on the cases we actually know of, we estimate that at least $1,100,- 
000,000 of capital shrinkage in investment companies may be attributable to 
mismanagement, looting or improper actions of management in their own in- 
terests to the detriment of shareholders. Testimony of L. M. C. Smith, Sen. 
Hearings, Part II, pp. 783 and 797. 

The method of substituting directors by infiltration for the purposes of 
transferring control was employed by Wallace Groves, Report Ch. II, sec. 
VI; by the Northern Fiscal Group, Report Ch. II, sec. IX; by Ernest War- 


riner, Report Ch. II, sec. X; and by Floyd Odlum, Report, Ch. IV, Sec. III, 
ae’ 


66Insuranshares Corporation of Delaware vy. Northern Fiscal Corporation, 
Inc., 35 F. Sup. 22 (E. D. Pa. 1940). 
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trolling shareholders to an irresponsible group who later 
defrauded the company, the court held the controlling 
shareholders liable. Both the bill and the Act have pro- 
vided that there shall be no fundamental change in the 
investment policy of a company without a vote of the 
holders of a majority of the company’s securities.” It is 
hoped that the Act will successfully retard the easy traf- 
ficking in the control of investment companies, thereby 
preventing fraud by reckless and irresponsible trans- 
ferees. 

The size of investment companies is limited as to the 
minimum amount with which an investment company 
may be started by both the bill and the Act.* The bill, 
however, provided for a maximum size limit, too.” This 
size limit was adopted after taking into consideration 
the possible loss to investors as a result of too large a 
concern. The SEC revealed that the larger the invest- 
ment company the larger the loss upon liquidation.” The 
ownership and management become more widely sepa- 
rated as the company increases in size and leaves the 
door open for a possible disregard of the fiduciary duty. 
The portfolio of investment companies consists of highly 
liquid securities in which there is a continuous movement. 
A “run” on a large company may leave the shareholder 
with an illiquid stock upon which he would be unable 
to realize its asset value, and it could also cause general 
disorder on the stock exchange.” The Act, concerning 
maximum size limits of a company, provides merely that 
the SEC make a study of the effect of size on the invest- 

67 Act, §13; Bill, § 13. 

68 Act, §14(a) (1); Bill, §14(d) (1). 

69 Bill, §14(a) (1) (2) (3). 


70 Hearings, Pt. 1, p. 248. 
Capital contributed At time of dissolution 

Pacific Eastern Corp. ......... $326,000,000 $40,000,000 
United Founders 500,000,000 40,000,000 
Blue Ridge Corporation 137,000,000 36,000,000 
Central States Electric 134,000,000 15,000,000 
Continental Shares, Inc. ...... 110,000,000 3,000,000 

71 Hearings, Pt. 1, p. 247. 
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ment policy and security markets and report its findings 
along with recommendations to Congress. 


The power of management, conferred on the officers 
and directors by the security holders, is often delegated 
by the directors and officers to other individuals or cor- 
porations under agreements by which such individuals 
or corporations are invested with power to invest the 
funds of the investment company. The holder of the 
management contract of an investment company is held 
to a lower standard of conduct than would ordinarily 
be required by a court, of a managing director.” The 
SEC found that management contracts of investment 
companies sometimes run for a period of ten years and 
may be assigned to others for the duration of the speci- 
fied term.” It revealed, too, numerous cases in which 
the management contracts were oral or on the basis of 
some slight reference in the minutes. This situation was 
the result of many abuses. These management contracts 
are prohibited entirely in organizations such as banks, 
insurance companies and industrial corporations,” and 
it is not easily understood why they are allowed to exist 
in investment companies. The original bill forbade such 
long term contracts. It provided further that the con- 
tract should be approved by the independent members of 
the board of directors, thereby preventing domination 
by interested members. This provision applied to in- 
vestment advisers, principal underwriters, managers and 
brokers.” The Act applies the provision only to invest- 
ment advisers and principal underwriters.” The bill, 
also, provided safeguards against oral management con- 
tracts revealed by the SEC to be prevalent in the invest- 


the shareholders for negligence. O’Connor vy. First National Investors Corp. 
163 Va. 908, 177 S. E. 852 (1935). 


73 Hearings, Part I, p. 251. 
74 ITd., at 252. 

75 Td., at 252. 

76 Bill, § 15(b) (c). 

77 Act, §15(b) (d). 

5 





936 THE GEORGE WASHINGTON LAW REVIEW 


ment company industry.” It did not attempt to fix the 
compensation to be paid the management as is done in 
some of the “blue-sky” laws of the states’ but the bill 
stated that one could not act as a manager of an invest- 
ment company unless he be paid in one of three forms: 
(1) a definite sum per month or year (2) a percentage 
of the income (3) a definite per cent of the value of the 
net assets.’ ‘This provision would have enabled the in- 
vestor to know just what type of compensation the ofh- 
cers and employees of companies were being paid. In 
direct antithesis, the Act fails to provide any limitation 
on compensation for management except insofar as it is 
applied to the investment adviser who must have a writ- 
ten contract which must have been approved by a ma- 
jority of the outstanding securities. 

In the next place let us examine the numerous examples 
of the flagrant circumvention of the basic right of the 
shareholders to select their directors.** Such circum- 
ventions were disclosed by the report of the SEC.” It 
was accomplished by the use of seriatum resignations and 
elections of directors, arranged by a group of insiders 
who did not possess the necessary amount of voting stock 
to accomplish a change of the management in a legal 
manner, that is, by a vote of the shareholders at a general 
or special meeting called for such purpose. Under pro- 
visions of both the bill and the Act a company cannot 
elect more than a third of the board of directors without 
a meeting of the shareholders. ‘This provision in the 
bill also applied to common law trusts under indentures 
providing for self perpetuating trustees. The provisions 

78 Bill, § 15(b) (c). 

79 Hearings, Part 1, p. 252. 

8 Bill, § 15(a) (1)-(3). 

81 The corporation laws of the various states usually permit the boards of 
corporations to fill vacancies in their memberships between annual meetings. 
General Corporation Laws of Delaware (Revised Code of 1935) Ch. 65, Art. 


1, $30 Stock Corporation Laws of New York (§55 as amended by L. 1929, 
Ch. 600; §5, and L. 1930, Ch. 239). 


82 Hearings, Part I, pp. 58-61. 
83 Act, §16(a); Bill, § 16. 
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of the Act are the same as those of the bill with the ex- 
ception that in the Act the provisions will not apply to 
common law trusts.** 

All future transactions between a registered investment 
company and its management are to be approved by the 
SEC under provisions of both the bill and Act.*° When 
such transactions are permitted, managers, officers, and 
principal underwriters act in a dual capacity. They 
act as fiduciaries in their true capacities and become pe- 
cunarily interested as sellers. Such transactions are to 
be limited in the future by both the bill and the Act’s 
provisions making it unlawful for any affiliated person, 
promoter or principal underwriter of any registered in- 
vestment company or any affiliated person of such person 
knowingly to sell to or purchase from such registered 
investment company any security or other property. This 
phraseology, used in both the bill and the Act, is weak, 
and such transactions might reasonably be expected to 
continue, because knowledge on the part of the buyer or 
seller must be proved. Evidence was presented showing 
that brokerage firms, managing investment companies, 
bought up properties, hoping to realize a profit for them- 
selves, but realizing the market value had greatly de- 
creased, sold them to their companions without suffering 
losses.*° The original bill sought to establish a standard 
of conduct for affiliated persons by providing that if any 
person registered under the bill was guilty of gross mis- 
conduct or gross abuse of trust, he would be guilty of a 
crime.” This provision was omitted from the Act. The 
original bill said that a company could not have a pro- 
vision in its charter or other basic document which would 
give permission to violate any rule or provision of the 
bill, and also provided that no contract, underlying agree- 
ment, indenture or any similar instrument might contain 


84 Act, § 16(b). 
85 Act, §17; Bill, §17. 
86 Hearings, Pt. 1, p. 256. 
87 Bill, § 17(e). 
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a Clause relieving the other party from “any duty” or 
liability to the investment company to which such per- 
son would otherwise be liable.** This provision covered 
duties and liabilities to the security holders as well as 
to the investment companies and would have protected 
the trust from negligence on the part of its management, 
brokers, underwriters and advisers. The Act provides 
that no charter, certificate of incorporation, articles of 
association, indenture or trust or by-laws may relieve any 
director or officer from liabilities to the company or to 
its security holders for willful misfeasance, bad faith, 
gross negligence, or reckless disregard of the duties in- 
volved in the conduct of his office.’ This provision of 
the Act is surplusage because no contract provision which 
relieves a party from willful misfeasance, bad faith, gross 
negligence or reckless disregard of duty has any standing 
in a court of law. The bill provided that securities con- 
stituting the trust should be deposited with a trustee and 
all affiliated persons registered under the bill must be 
bonded.” The Act, however, does not require affiliated 
persons to register; therefore, the bonding provisions of 
the Act extend only to those persons having access to the 
securities or funds of the trust. Finally, concerning the 
sections on self-dealing of affiliated persons, we note that 
distributors of periodic payment plan certificates were 
subjected to the provisions of the bill. These distributors 
charge excessive fees but the Act failed to make any 
provision subjecting them to the same surveillance such 
as those required of other affiliates. 


The investment company field presents numerous ex- 
amples of pyramided capital structures. This pyramid- 
ing is easily accomplished. A relatively small investment 
in the voting stock of the top company of a group of 
companies will generally give control over the larger 


88 Bill, § 17(£) (1) (2). 
89 Act, § 17(i). 
99 Bill, §17(g) (1) (2). 
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funds contributed by all the shareholders in the entire 
group.” The issuance of more than one class of stock 
also encourages pyramiding.”” Assets of investment com- 
panies are almost exclusively composed of common stock 
which is of a highly fluctuating value. The portfolios 
of these companies shrink rapidly as common stock prices 
fall. The common stock holders generally have voting 
control and if profits are not realized from the regular 
channels, they may, to the detriment of the holders of 
senior security, use their control for obtaining profits 
from other sources, such as selling control to undesirable 
persons. When this is done, the holder of the senior 
security has no recourse. Purchasers of investment com- 
pany securities buy with the understanding that there is 
a mutuality of risk and return and this mutuality is de- 
feated if other than one type of stock is issued. Some of 
the better investment companies, even before the SEC 
investigation, required a ratio to be maintained between 
the assets and outstanding debentures of their concerns.” 

The original bill hoping to eliminate pyramiding pre- 
vented the issuance in the future of any class of stock 
other than common.” Preferred stock earns dividends 
as capital gains are made, but until common stock prices 
rise, this earning power is impossible. The Act does not 
prevent the issuance of more than one class of security. 
The bill and the Act both, though, provide that those 
companies already in existence with debentures and pre- 
ferred stock outstanding may not pay dividends unless 
there is an asset coverage of 300% for debentures and 
91“A comparatively small number of stockholders has been a substantial 
portion of the outstanding voting shares of investment companies and invest- 
ment trusts. This concentration of ownership, together with the wide diffu- 
sion of the balance of the stock, has perpetuated the control of dominant per- 
sonalities and has constituted a factor contributing to the development and con- 


tinuance of abuses.” Report, Pt. III, Ch. I, p. 32; Report, Part II, Ch. V, 
Table 117, p. 389. 


92 Report, Pt. 3, Ch. 5, p. 23 and 27. Creation of senior securities is, in 
reality, “a gamble on net capital gains” since the rate of net current earnings 
of investment companies over a period of years has been less than the rate 
of the fixed charges on the senior securities. 

93 Hearings, Pt. 1, pp. 265-269 (Tri-Continental Corporation). 
94 Bill, § 18. 
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200% for the preferred stock.” The preémptive right of 
the shareholders to purchase ratably the stock of any 
new issues was recognized by the bill but this right is 
lost to the security holders under the Act. Substantial 
injuries may be suffered by the shareholders when they 
are denied the right of preémption. Denial of that right 
can be used to perpetuate the control of the management. 
The management can sell new issues to the “insiders” at 
prices far less than the market value of such shares.” 
Another provision safeguarding the interests of the in- 
vesting public eliminated from the original bill by the 
Act is one dealing with the redistribution of voting 
rights.” The bill provided for redistribution among 
stock outstanding after two years, upon application to 
the SEC. Opponents of the bill contended this feature 
was an interference with the vested rights of the invest- 
ment companies and their security holders, that is, such 
voting rights represented an agreement between the 
various Classes of security holders. Voting rights have 
been held by the courts not to be vested rights.** If there 
were an inequitable distribution of voting rights a small 
minority might obtain and keep control at the expense 
of other shareholders. 

In the payment of dividends, the financial integrity and 
the safeguarding of the working capital should be the 
primary concerns of an investment company. When divi- 
dends are paid out of capital, as has been the case in 
many investment companies, a swindle is perpetuated. 
The original bill provided that payments could be made 
out of capital only if the charter of the investment com- 

% Act, §18(a)(1)(A)(B); Bill, § 19(b). 

96 Where capital stock is increased a shareholder should have the option to 
subscribe to a new allotment of shares in proportion to his holdings of out- 
standing shares before the new ones are offered to others. This seems neces- 
sary in order to enable the stockholder to protect himself from the prejudicial 
effect which an increase might have which would decrease his pro rata in- 
terest in the corporation. Berit, A. A., CASES AND MATERIALS IN THE LAW oF 
Tia (1930), pp. 309-310. 


88 Morris v. American Public Utilities Co., 14 Del. Ch. 136, 122 Atl. 696 
(1923) ; In re Sharood Shoe Corporation, 192 Fed. 945 (Minn., 1912). 
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pany specifically permitted such payment. Otherwise, 
dividends from capital, could only be paid after approval 
by a majority of the holders of the trusts’ voting securi- 
ties. Then, if such a payment were made the dividend 
check must be accompanied by a written statement dis- 
closing the source of such dividend, and the investor must 
be permitted to reinvest the dividend in the securities of 
the company without payment of a sales load.” This 
latter provision would have prevented the promoters 
from collecting a double commission. The original bill 
further provided that dividends could not be declared 
upon any stock unless there was a prescribed asset cov- 
erage maintained. The more rigid dividend payments’ 
provisions of the bill however, were eliminated by the 
Act. In the Act provisions were included for the pay- 
ment of dividends out of capital if such fact is adequately 
disclosed by a written statement accompanying the divi- 
dend check.*” Restrictions such as were found in the 
original bill, it seems wise to believe, should have been 
provided in the Act in order to limit the broad discre- 
tionary powers of the board of directors in the payment 
of dividends. 

Concerning proxies, voting trusts, and circular owner- 
ship, the Act brings the solicitation of proxies under the 
supervision of the SEC and permits the SEC to make 
such rules and regulations governing proxies as are nec- 
essary and appropriate in the public interests or for the 
protection of the investors.” The original bill provided 
that the form of the proxy should be one which clearly 
presented the alternative choices available to the security 
holder and furnished information sufficient to permit the 
exercise of an informed judgment in choosing between 
such alternatives.” ‘This provision was eliminated from 
the Act. The provisions of the Act will make the neces- 
°9 Bill, §19(a) (1) (2). 
100 Act, §19(1) (2). 


101 Act, § 20(a). 
102 Bill, § 20(a) (1) (2). 
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sary information of the kind that was originally provided 
for under the original bill subject to and dependent on 
the SEC and judicial interpretation. The original bill 
prohibited a public offering of voting trust certificates if 
the underlying securities in the voting trust were those 
of a registered investment company, but permitted a pri- 
vate offering of voting trust certificates.°° The Act, 
though, permits a sale of those securities that are already 
on the market.** Again, the original bill limited what 
is known as “cross” or “circular” ownership to 1% of the 
voting securities."°° This percentage has been raised to 
3% in the Act.” 

Loans by investment companies to other companies or 
persons were prohibited in the original bill but in the Act, 
borrowing by investment companies is not prohibited 
except to the limitation on indebtedness. Borrowing is 
permitted for temporary purposes. The Act and the 
original bill, however, both prohibit loans to insiders as 
self-dealing.’”’ 

In the original bill the SEC might make rules which 
would prevent dilution of capital and favoritism to in- 
siders or dealers in the distribution, redemption, and the 
repurchase of securities’ but the Act gives to the in- 
dustry an opportunity to regulate this situation. One year 
is allotted for self-regulation. If such regulations fail 
after one year, the SEC can step in and make rules gov- 
erning the matter as was originally provided under the 
terms of the bill. The original bill and the Act restrict 
the sale of shares in closed-end management companies 
for anything excepting cash or securities and restrict the 
sale of such securities below the asset value. 

Investors are helpless to combat unfair plans of volun- 
tary reorganization of companies even if the plan is dis- 


103 Bill, § 20(b). 

104 Act, §20(b). 

105 Bill, § 20(c) (1) (2). 

106 Act, § 20(c) (1) (2). 

107 Act, §21(a)(b); Bill, §21(a) (b) (c) 
108 Act, §22; Bill, § 22. 
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closed to them. These plans are very complicated and it 
seems that full disclosure to the investors is a mere pre- 
tense or “cover-up.” It would be much better to require 
companies to submit these voluntary plans to the SEC 
where they have a staff of competent persons able to 
scrutinize the plans and determine their soundness or 
weakness."”” Holders of securities in investment com- 
panies generally hold less than one hundred shares. Few, 
if any, are financially able to institute proceedings against 
the company for any unfair practices. They seldom at- 
tend a meeting of the stockholders. It is a governmental 
obligation, then, it seems, to assist these investors through 
legislation. The original bill gave to the stockholder an 
opportunity to look over plans of voluntary reorganiza- 
tion. The bill recommended that no plan of reorganiza- 
tion should be adopted until after the SEC had found 
the plan was fair and equitable to all persons affected, 
The plan of reorganization submitted had to be feasible 
and consistent with the provisions of the bill as to regu- 
lation. In other words, before the court could pass on 
a plan of reorganization it had first to be approved by 
the SEC.** The Act, finally made into law, failed to aid 
the “ignorant” investor. It states that the SEC may ren- 
der an advisory opinion to the court in charge of the 
reorganization only if it is requested to do so by 25% of 
the holders of any class of the trusts’ outstanding secu- 
rities. If the SEC, under the provisions of the Act, can 
convince a Federal Court that a plan of reorganization 
is “grossly unfair” or that it involves “gross misconduct” 





109 Voluntary reorganizations are at present to a substantial extent unregu- 
lated and unsupervised by any judicial or administrative agency. In general, 
the various state laws vest the corporate directors with the power, in the first 
instance, to determine whether it is desirable to dissolve the corporation. Not- 
withstanding the possibilities or abuse inherent in the preparation of plans of 
reorganization of investment companies by managements whose interest may 
be adverse to those of stockholders, or a particular class of stockholders, few 
states and no federal laws make any provision for an independent appraisal of 
the fairness of such plans to all parties in interest by any administrative or 
judicial body, prior to the submission of the plan to a stockholders’ vote. 


Report, Part 3, Ch. IV, §5. 
110 Bill, § 25. 
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or a “gross abuse of trust” then, and only then, may it 
enjoin a plan of reorganization." The Act, it seems, is 
without meaning, in that, the regulatory power invested 
in the SEC by the bill, has been completely eliminated. 

Both the bill and the Act contain separate provisions 
dealing with the unit trust, the periodic payment plan 
company, and the face-amount certificate company.’ 
These form a port of the investment company picture but 
are sufficiently distinct to require a special study. 

The problem involved in the unit investment trust for 
which there are safeguards in both the bill and the Act 
is ‘orphaning.” Sponsors of these companies sometimes 
sell securities until they can’t sell any more, whereupon, 
they resign. The company, then, must go out of business 
unless it is able to tie in with another trust. As a preven- 
tion against future orphan trusts, both the Act and the 
bill provide that the custodians, sponsors or trustees may 
not resign until their successors have been elected and 
have qualified.“* The problem of the periodic payment 
plan company is that of fixing the equitable sales load. 
Both the original bill and the Act provide that the sales 
load in the selling of these plans shall not exceed nine 
per cent, and only one-half of this amount may be de- 
ducted in the first year of operations."* The problem of 
the face-amount certificate companies is that of main- 
taining adequate reserves against liabilities. Both the 
original bill and the Act contain the following provi- 
sions regarding these companies: requirement that they 
have $250,000 assets before they can start doing business; 
restrictions on reserves which are to be maintained by 
the companies in order that they can fulfill their part 
of the contract if payments are continued; release of the 
holders of certificates of these companies from payment 
of unpaid balances; restriction of the amount deductible 

111 Act, § 25. 

112 Act, §§ 26, 27, 28; Bill, §§ 26, 27, 28. 


113 Act, § 26(a) (3); Bill, § 26(c). 
114 Act, § 27(a) (1) (2); Bill, § 27(a) (1) (2). 
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for sales load in the first year to 50 per cent; and the 
setting of the surrender value at 50 per cent of the amount 
so invested.**° 

The provisions of the original bill and the Act dealing 
with reports are substantially the same as those in the 
other laws being administered by the SEC. Both the 
Act and the bill provide for annual, periodic and certain 
other special reports which are to be kept up to date 
with additional information as required by the SEC.” 

Other problems handled by the bill and not materially 
altered by the Act are: (1) those providing for uniform 
accounting methods;*'’ (2) those prohibiting certain 
functional practices within the companies and fortifying 
these prohibitions with injunctive relief ** and criminal 
penalties;*® (3) those granting the SEC power to en- 
force by rules and regulations the provisions of the leg- 
islation.’”° 

In conclusion, it seems that the purpose of the Invest- 
ment Company Act of 1940 is ostensibly to provide for 
the regulation of investment companies operating in in- 
terstate commerce, but it is doubtful that this will be 
accomplished under the Act. In so far as the regulation 
will serve to eliminate dishonest practices, the Act is to 
be highly regarded. The primary justification for the 
existence of the investment companies appears to be their 
service to the small investor by offering him a greater 
diversification and return for his money. The service is 
commendable but unless it can be controlled to such an 
extent that none of the abuses of the past will recur, it 
seems advisable for the investor of small means to invest 
in other types of securities. 

Strict regulation of the banking field greatly increased 
the public confidence in banks. The same confidence 
115 Act, §28; Bill, § 28. 
116 Act, § 30; Bill, § 30. 

117 Act, § 32; Bill § 32. 
118 Act, § 35(d), § 36, § 42(e). 


119 Act, §§ 49, 43, 44. 
120 Act, § 38; Bill, § 36. 
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would ensue with proper regulation of the investment 
companies. The companies themselves should have wel- 
comed the original bill, which from analysis proves more 
effective, albeit more stringent than the Act. Ample 
evidence was presented through the report of the SEC 
and the hearings before the Committees of Congress that 
the unregulated operation of the investment companies 
had caused great loss to investors. By this evidence, it 
was shown the protection of the interest of the general 
investing public had been sacrificed for the interest of a 
few individuals. Protection for the investors should have 
been so stringent that there could have been no possible 
escape for persons who in the past have been permitted 
to defraud them. Manipulators who, in the past, had had 
a free hand to deceive the public and to extract great 
sums from them should have been completely deprived 
of their past opportunities. 

The purposes of the Act are praiseworthy but its pos- 
sibility of curing the many evils concerned with the in- 
vestment companies seems at this time uncertain. The 
misleading and law avoiding devices practiced in the 
companies should be absolutely controlled and the pro- 
visions of the bill dealing with recurrent promotions, 
payment of dividends, registration of affiliates, capital 
structure, management contracts, and reorganization 
plans, weakened by the Act, seem to deprive the investor 
of the safety he rightfully should have and might logi- 
cally have had under the original investment company 
bill. It is hoped that the shady evasive letter of the Act 
may be stringently enforced and interpreted to the extent 
that the investor may be at least comparatively safe in 
his business ventures until the public and the investment 
company officials wake to the all important realization 
that “disciplined ventures command more respect as well 
as greater order and security.” 
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EDITORIAL NOTE 


THE APPARENT FINALE OF THE APPLICATION OF ANTI-TRUST 
Laws To LABoR—NEED FOR REMEDY 


Introduction 


Although there have been numerous articles recently appearing 
in law reviews’ discussing the application of anti-trust laws to labor 
organizations, an article at the present time is important in view of 
the drastic changes in this field of law during the past few months. 
Since the enactment of the Sherman Anti-Trust Act? in 1890 up to 
the time of the decision in the case of United States v. Hutcheson* 
in February, 1941, labor groups have been held in a number of deci- 
sions to be subject to the provisions of the federal anti-trust laws 
where the labor organization was found to be guilty of certain con- 
duct consisting of a contract, combination, or conspiracy which 
would or does result in an unreasonable, direct, or substantial re- 
straint on interstate commerce or where the intention to restrain is 
clearly shown; but by the rulings of the Supreme Court in the 
Hutcheson case and the approval of that decision in subsequent cases* 
within a few months period thereafter, it is doubtful if there is at 
present any labor conduct, perhaps with one exception where labor 
joins with a non-labor group, which is now subject to the provisions 
of federal anti-trust laws. 


As is readily apparent, to many persons this is exactly as the 
situation should be and to others this is outrageous. There has 
been and is much confusion on this subject and many labor leaders, 
jurists, and others sincerely believe that labor was never intended 
to and should never have been subject to the anti-trust laws and 
some go so far as to believe that labor should not be subject to any 


1 Boudin, The Sherman Act and Labor Disputes (1939) 39 Cor. L. Rev. 
1283, (1940) 40 Cor. L. Rev. 14; Shulman, Labor and the Anti-Trust Laws 
(1940) 34 Int. L. Rev. 769; Labor and the Sherman Act (1940) 49 Yate L., J. 
518; Gregory, Labor's Coercive Activities Under the Sherman Act—the Apex 
case (1940) 7 U. or Cut. L. Rev. 347. 

226 Stat. 209 (1890), 15 U. S. C. §1 (1934). 


361 Sup. Ct. 463, 85 L. ed. (adv. op.) 422 (U. S. 1941); see also Case Note 
(1941) 9 Geo. Wasu. L. Rev. 612. 

4 United States v. Carrozzo, et al., 37 F. Supp. 191 (N. D. Ill. 1941); 
United States v. Building and Construction Trades Council of New Orleans, 
Louisiana, et al., (E. D. La. 1941); United States v. The United Brotherhood 
of Carpenters and Joiners of America, et al., (N. D. Ill. 1941). These three 
cases were decided per curiam, April 7, 1941, and may be found in, 61 Sup. 
Ct. 839 
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criminal or injunctive action under federal law® but that sufficient 
checks may be imposed by state law. On the other hand, many 
persons feel that labor is not excluded from the application of the 
federal anti-trust laws and should not be and where the activity of a 
labor union is unreasonable and injurious to the public the labor 
organization should be prosecuted by the federal government just as 
readily as where business organizations by combining or conspiring 
are prosecuted under the anti-trust laws.’ 


Historical Background 


In order that the reader may correlate the labor cases which have 
in the past been tried under the anti-trust laws with the recent de- 
cisions it should be helpful to review the passage of the Sherman 
Act and the labor-anti-trust decisions up to the time of the Hutcheson 
case. It is accurate to regard these past cases as merely history be- 
cause due to the far-reaching effects of the Hutcheson decision these 


cases of the past fifty years are now nothing more than just that— 
history. 


Writers on this subject have gone to great lengths to review the 
Congressional debates, hearings, and reports on the Sherman Act 
and associated legislation and conclude that although the Act does 
not mention labor organizations that labor definitely should not be 
within its purview because Congress never intended that the Act 
should apply to labor,® but the object was to check the evils arising 
out of the monopolistic tendencies of industrial trusts. Section 1 
of the Act reads as follows: 


Every contract, combination in the form of trust or otherwise, 
or conspiracy, in restraint of trade or commerce among the 
several states, or with foreign nations, is declared to be illegal.® 


5 For a general picture of this subject see, FRANKFURTER AND GREENE, THE 
Lazor INJUNCTION (1930); BERMAN, LABoR AND THE SHERMAN Act (1930). 
Both of these books build up a strong case for excluding labor from the federal 
anti-trust laws. 

6 For example, it has been held that a state court may restrain and enjoin 
the picketing of retail stores by labor unions. See Milk Wagon Drivers Union 
v. Meadowmoor Dairies, Inc., 61 Sup. Ct. 552, 85 L. ed. (adv. op.) 497 (U. S. 
1941); cf., American Federation of Labor v. Swing, 61 Sup. Ct. 568, 85 L. ed. 
(adv. op.) 513 (U. S. 1941). 

7 For a discussion holding labor subject to the anti-trust laws, see, MAson, 
ORGANIZED LABoR AND THE LAw (1925). In Tart, THe Anti-Trust Act 
AND THE SUPREME Court (1914) 98, the Chief Justice wrote: “Attempts are 
being made in Congress to exclude from the operation of the anti-trust act 
trades-unions and farmers. I hope this will never be done. It will be legisla- 
tion establishing a privilege for a class that is supposed to be powerful in votes, 
without any real reason for the distinction.” 

8 Strong arguments tracing congressional intent to exclude labor from the 
Sherman Act appear in BERMAN, op. cit., supra note 5; BoupIn, op. cit. supra 
note 1. 
® Supra note 2. 
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There has been considerable discussion as to whether the word 
“every” should be strictly or generously construed and the inter- 
pretation usually depends on the whims and views of the interpreter. 
As can be observed from the language of this section and by looking 
into the other sections of the Act no mention whatsoever is made 
regarding labor. At the time the original bill was introduced in the 
Senate there was a great deal of discussion on the Floor of the 
Senate on whether or not labor groups should be subject to the 
pending bill and evidently to clarify this matter, Senator Sherman 
introduced the following amendment which was put into the bill: 


That this act shall not be construed to apply to any arrange- 
ments, agreements, or combinations between laborers made with 
the view of lessening the number of hours of labor or increasing 
their wages; nor to any arrangements, agreements, or combina- 
tions among persons engaged in horticulture or agriculture made 
with the view of enhancing the price of agricultural or horti- 
cultural products.’ 


This whole bill was referred back to the Senate Judiciary Committee 
which about a week later on April 2, 1890, reported out an entirely 


different bill which became the Sherman Act and contained no men- 
tion of labor or agricultural organizations. 


Although it is in some instances permissible to obtain light in 
interpreting laws from Congressional Committee reports, too much 


weight should not be given to the Congressional debates nor to the 
views or background of any particular Senator or Congressman in 
construing the meaning of the language of written laws. The lan- 
guage in these laws binds and regulates human conduct until altered 
or amended by subsequent laws. The report of the House Judiciary 
Committee does not contain any statement on whether or not labor 
organizations are included in the provisions of the Act.1! This report 
indicates that the main object of the bill was to protect trade and 
commerce among the several states or with foreign nations against 
unlawful restraints and monopoly. Certainly if Congress specifi- 
cally intended to exclude labor this could have easily been done by 
express language such as contained in Senator Sherman’s amendment 
which was taken out by the Committee, but since the Act contains 
no mention of labor Congress must have left this problem for the 
courts to decide. This question has become further complicated and 
much more important than ever because of the enormous advance 
made by labor in the last fifty years. 


10 See remarks of Senator Sherman, Cong. Rec., vol. 21, pt. 3, 51st Cong., 
Ist Sess., p. 2611. 


11H. R. Rep. No. 1707, 51st Cong., Ist Sess. (1890) Ser. No. 2812. 
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Whether a major proponent of an act was pro or anti-labor is not 
the point but so long as we have written laws these should be con- 
strued with sufficient flexibility according to the specific language 
contained therein. It would be very confusing if judges decided the 
meaning of statutory language by depending upon the views of the 
sponsor of the particular legislation. This would be difficult parti- 
cularly where there is a dispute as to the paternity of a law as is 
the case of the Sherman Act.’* Many prominent jurists such as 
Justice White felt that the Act embodied the Common Law rules and 
made restraint unlawful only where it unreasonably affects trade.** 
But then here again there is a controversy as to what constitutes a 
restraint in trade at Common Law.** 

The first labor case involving the Sherman Act was the case of 
the Workingmen’s Amalgamated Council of New Orleans.> Here 
certain draymen went on a strike to try to compel the employer to 
hire only union men and the circuit court in a short decision en- 
joined the defendant labor union on the ground that this conduct 
interfered with interstate commerce. At about this same time in 
1893 Judge Putnam in United States v. Patterson, which case did 
not involve labor groups but business groups who were charged with 
conspiring to monopolize the cash register business, remarked that 
this statute did not apply to attempts to restrain commerce by strikes 
or boycotts.**° A couple of years later the use of the injunction 






12 MASON, op. cit. supra note 6 at 128, in a note writes: “Cong. Rec., vol. 
21, pt. 4, 51st Cong., Ist Sess., p. 3148. That Senator Edmunds played a very 
important part in framing the bill is unquestioned. For this, we have the view 
of Senator Cullom, who was a member of the Senate at the time the Sherman 
Act was under discussion. In his Fifty Years of Public Service, p. 255, Sen- 
ator Cullom says: ‘There has been considerable dispute as to the paternity 
of the Sherman Anti-Trust law. Senator Hoar claims he wrote it; it bears 
Senator Sherman’s name, and my own opinion is that Senator Edmunds had 
more to do with framing it than any other one Senator.’ According to Sen- 
ator Hoar, Mr. Sherman had precious little to do with the framing of the 
measure: The law is called the Sherman Act ‘for no other reason that I can 
think of except that Mr. Sherman had nothing to do with framing it whatever.’ 
Autobiography, vol. II, p. 363.” See also, BouptIn, of. cit., supra note 1 at 1288 
et seq. He concludes that it is “beyond dispute that Senator Hoar was the 
author of the Act.” 

13 See dissent, United States v. Trans-Missouri Freight Association, 166 
U. S. 290, 343, 17 Sup. Ct. 540, 41 L. ed. 1007 (1896). 

14 BoupIN, op. cit. supra note 1, throughout his article builds up an exclusion 
of labor conduct by the application of the Common Law rules as to what con- 
stitutes a restraint of trade. On the other hand, Mason, op. cit. supra note 6 at 
142 writes: “Whatever uncertainty, therefore, may attach to the Sherman Act, 
with respect to its effect on organized labor, as envisaged by its framers, the 
cardinal fact is that a common law reading of its language impels one to de- 
clare that the act does embrace the activities of labor combinations as well as 
industrial trusts.” 

15 United States v. Workingmen’s Amalgamated Council, 54 Fed. 994 (E. D. 
La. 1893). 

16 55 Fed. 605 (Mass. 1893). 
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against labor groups was raised in the famous case against Eugene 
V. Debs, President of the American Railway Union." This union 
ordered all its men to refuse to work upon any train using Pullman 
Cars. Since most trains used these cars and were therefore affected 
by the order of the defendants, railroad companies were having 
great difficulty in moving their trains. An injunction was issued but 
the strike continued and President Cleveland then ordered United 
States troops to the scene of the action and the strike was then 
ended. The court below invoked the anti-trust law but the Supreme 
Court did not rest this case on the Sherman Act. In 1907 the 
Danbury Hatters’ case brought up among other things the question 
of secondary boycotts.** Here the hat company which carried on an 
extensive interstate trade refused to permit the United Hatters’ of 
North America, who had already organized the majority of hatters, 
to unionize its factory. As a result the United Hatters through the 
American Federation of Labor carried on a boycott against Loewe 
and Company and declared the boycott effective against all dealers 
who should buy and sell hats manufactured by Loewe. This activity 
was held to be a violation of the Sherman Act.?® In 1911 in an action 
against Samuel Gompers, President of the American Federation of 
Labor, an injunction was granted as the result of a strike against 
the Bucks Stove Company and a boycott by spoken and written 
words against that company.*° Gompers thought that the injunction 
was a violation of free speech and defied the order and was then 
found guilty of contempt of court. These cases led to the introduc- 
tion of many bills in Congress** and considerable discussion in and 


17 United States v. Debs, 64 Fed. 724 (N. D. Ill. 1894). 

18 Loewe v. Lawlor, 208 U. S. 274, 28 Sup. Ct. 301, 52 L. ed. 488 (1907). 

19 Tt is interesting to note that soon after this decision, Representative Wil- 
liam Hughes of New Jersey, introduced an amendment similar to the one which 
Senator Sherman had sponsored in 1890 to expressly exclude labor from the 
Sherman Act. In the House Judiciary Committee meeting on March 14, 1908, 
Congressman Hughes made the following statement: “This is an amendment 
to the act of 1890, commonly known as the Sherman antitrust act. I have 
made careful examination of the debates in the Senate and in the House at 
the time of the passage of this act, and I find that none of the Senators, so 
far as they expressed themselves, had any idea that the legislation then passed 
could be construed to apply to labor organizations or labor unions.” Repre- 
sentative Littlefield strenuously disagreed and argued that the Act applied to 
all unlawful restraints regardless of the group in question. 

20 Gompers v. Bucks Stove and Range Company, 221 U. S. 418, 31 Sup. Ct. 
492, 55 L. ed. 797 (1911). 

21H. R. 15657, 63d Cong., 2d Sess.; H. R. Rep. No. 627, 63d Cong., 2d 
Sess.; Hearings before a Subcommittee of the Committee on the Judiciary, 
United States Senate, 61st Cong., 2d Sess. (1910) on S. 3724 (A bill regulat- 
ing injunctions and the practice of the district and circuit courts of the United 
States); Hearing before a Subcommittee of the Committee on the Judiciary, 
United States Senate, 62d Cong., 2d Sess. (1912) on H. R. 23635 (Limiting 
Federal Injunctions). See, generally, Amendments to Sherman Anti-Trust 
Law and Related Matters (60th to 62d Congresses). 
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out of Congress. As a result the Clayton Anti-Trust Act** was 
passed in 1914 and many persons thought that Sections 6 and 20 
totally exempted labor from the Sherman Act. But in 1921 labor 
was again struck a blow in the Duplex case where the labor conduct 
was held to be a violation of the Sherman Act as amended by the 
Clayton Act.** Here the plaintiff, who was one of the few manufac- 
turers of printing presses, refused to yield to the demands of the 
International Machinists’ Union and as a result purchasers, truckers, 
repair shops and others were urged in another state not to deal 
with the plaintiff. Mr. Justice Brandeis in his dissent felt that 
defendant’s justification was that of self-interest and that the Clayton 
Act gave them this right. The majority held that the Clayton Act 
applied only where the activity was restricted between the employer 
and the employees and not where as in the case of a secondary boycott 
the activity is carried to outside groups.** A number of the cases 
decided during the period between the Duplex case up to the time 





22 38 Stat. 731, 738 (1914), 15 U. S. C. § 17, 29 U. S. C. § 52 (1934). 
Section 6 reads as follows: “The labor of a human being is not a commodity 
or article of commerce. Nothing contained in the distinct antitrust laws = 
be construed to forbid the existence and operation of labor, agricultural, 
horticultural organizations, instituted for the purposes of mutual help, and ons 
having capital stock or conducted for profit, or to forbid or restrain individual 
members of such organizations from lawfully carrying out the legitimate ob- 
jects thereof; nor shall such organizations, or the members thereof, be held 
or construed to be illegal combinations or conspiracies in restraint of trade, 
under the antitrust laws.” 

Section 20 reads as follows: “No restraining order or injunction shall be 
granted by any court of the United States, or a judge or the judges thereof, 
in any case between an employer and employees, or between employers and 
employees, or between employees, or between persons employed and persons 
seeking employment, unless necessary to prevent irreparable injury to prop- 
erty, or to a property right, of the party making the application, for which 
injury there is no adequate remedy at law, and such property or property right 
must be described with particularity in the application, which must be in writing 
and sworn to by the applicant or by his agent or attorney. 

And no such restraining order or injunction shall prohibit any person or 
persons, whether singly or in concert, from terminating any relation of em- 
ployment, or from ceasing to perform any work or labor, or from recommend- 
ing, advising, or persuading others by peaceful means so to do; or from at- 
tending at any place where any such person or persons may lawfully be, for 
the purpose of peacefully obtaining or communicating information, or from 
peacefully persuading any person to work or to abstain from working; or from 
ceasing to patronize or to employ any party to such dispute, or from recom- 
mending, advising, or persuading others by peaceful and lawful means so to do; 
or from paying or giving to, or withholding from, any person engaged in such 
dispute, any strike benefits or other moneys or things of value; or from peace- 
ably assembling in a lawful manner, and for lawful purposes; or from doing 
any act or thing which might lawfully be done in the absence of such dispute 
by any party thereto; nor shall any of the acts specified in this paragraph be 
considered or held to be violations of any law of the United States.” 


23 Duplex Printing Press v. Deering, 254 U. S. 443, 41 Sup. Ct. 172, 65 
L. ed. 349 (1921). 


24 See also American Steel Foundries v. Tri-City Trades, 257 U. S. 184, 42 
Sup. Ct. 72, 66 L. ed. 189 (1921). 
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of the Hutcheson case in 1941 hold that a labor union may be subject 
to the Sherman Act where it is shown that there is a contract, com- 
bination, or conspiracy which would or does result in an unreason- 
able, direct, or substantial restraint on interstate commerce or where 
the intention to restrain is clearly proved.*® On the other hand a 
number of decisions have held that the restraint is not a violation of 
the anti-trust laws where the result is incidental, indirect, remote, 
unsubstantial, or confined to purely a local matter.** The Sherman 
Act has been held to denounce every conspiracy in restraint of 
trade including acts constituting intrastate transactions which affect 
interstate commerce and it is not necessary that the defendants 
themselves be engaged in interstate commerce.**? In addition to 
these labor cases, recently an agricultural marketing agreement was 
held to be in violation of the Sherman Act.** 


In 1932 in order to further limit the jurisdiction of courts sitting 
in equity and to prevent the issuance of injunctions” in cases such 
as the Duplex case, Congress passed the Norris-LaGuardia Act*® 
which among other things prevents a court from enjoining the 
activity of a labor union if the defendants are “persons interested” 
or if the activity is determined to be a “labor dispute” within the 


25 Coronado Coal Company v. United Mine Workers, 268 U. S. 295, 45 
Sup. Ct. 551, 69 L. ed. 963 (1925); United States v. Brims, 272 U. S. 549, 47 
Sup. Ct. 169, 71 L. ed. 403 (1926) ; Bedford Cut Stone Company v. Journey- 
men . Cutters’ Association, 274 U. S. 37, 47 Sup. Ct. 522, 71 L. ed. 916 
(1927). 

26 Levering and Garrigues v. Morrin, 289 U. S. 103, 53 Sup. Ct. 549, 77 
L. ed. 1062 (1933); United Leather Workers v. Herkert, 265 U. S. 457, 44 
Sup. Ct. 623, 68 L. ed. 1104 (1924); United Mine Workers v. Coronado Coal 
Company, 259 U. S. 344, 42 Sup. Ct. 570, 66 L. ed. 975 (1922) ; United States 
v. Gold, 115 F. (2d) 236 (C. C. A. 2d, 1940). 

27 Local 167, Brotherhood of Teamsters v. United States, 291 U. S. 293, 54 
Sup. Ct. 396, 78 L. ed. 804 (1934) ; United States v. Painters District Council 
No. 14, 44 F. (2d) 58 (N. D. Ill. 1930). 


28 United States v. Borden Company, 308 U. S. 188, 60 Sup. Ct. 182, 84 
L. ed. 181 (1939). This is interesting because Senator Sherman’s amendment 
previously referred to, op. cit. supra note 9, included agricultural groups as well 
as labor. 


29 For a complete discussion of the labor injunction see FRANKFURTER AND 
GREEN, op. cit. supra note 5 at 200. The authors write: “The restraining order 
and the preliminary injunction invoked in labor disputes reveal the most crucial 
points of legal maladjustment. Temporary injunctive relief without notice, or, 
if upon notice, relying upon dubious affidavits, serves the important function 
of staying defendant’s conduct regardless of the ultimate justification of such 
restraint. The preliminary proceedings, in other words, make the issue of final 
relief a practical nullity.” 


80 47 Stat. 70 (1932), 29 U. S. C. §§ 101-115 (1934); H. R. Rep. No. 669, 
72d Cong., Ist Sess., Ser. No. 9492. The report states: “The purpose of the 
bill is to protect the rights of labor in the same manner the Congress intended 
when it enacted the Clayton Act, which act, by reason of its construction and 
application by the Federal courts, is ineffectual to accomplish the congressional 
intent.” 
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meaning of the Act.*t In a relatively recent case where a drivers and 
chauffeurs union was charged with conspiracy to restrain trade by 
compelling contractors to employ only drivers belonging to defend- 
ant union the court held that unlawful means were used and that 
the union was not exempt from being enjoined under the Clayton 
Act and further that the Norris-LaGuardia Act is limited to civil 
injunction suits and is inapplicable to criminal prosecution for con- 
spiracy to violate the Sherman Act.*? 


One of the most important recent cases on this subject is the Apex 
Hosiery case decided May 27, 1940.°° Here members of the de- 
fendant union in an effort to unionize plaintiff’s factory forcibly took 
possession of the plant and held it during a “sit-down” strike, during 
which time much of the machinery was willfully injured and plain- 
tiff's business which was largely interstate was entirely suspended. 
Strikers further refused to permit plaintiff to complete unfilled orders 
on one hundred and thirty thousand dozen pairs of finished hose 
which were ready to be shipped. Mr. Justice Stone in a rather 
lengthy decision held that although labor organizations are not 
wholly excluded from the operation of the Sherman Act that de- 
fendants were not subject to the Act because their conduct did not 
restrain commercial competition in a sufficiently substantial and di- 
rect way. This case did not add anything to the existing law but 
is a fine review of this subject. The dissenting views of Chief Justice 
Hughes are especially interesting.** 


The Hutcheson Case 


From the foregoing remarks it is seen that labor organizations from 
the time soon following the passage of the Sherman Act with the 
li’orkingmen’s Amalgamated decision in 1893 up to the Hutcheson 
decision in February, 1941, have been held subject to the anti-trust 


31 New Negro Alliance v. Sanitary Grocery Company, 303 U. S. 552, 58 
Sup. Ct. 703, 82 L. ed. 1012 (1938); Lauf v. Shinner and Company, 303 U. S. 
323, 58 Sup. Ct. 578, 82 L. ed. 872 (1938); Fur Workers’ Union, Local No. 
72 v. Fur Workers’ Union No. 21238, 105 F. (2d) 1 (App. D. C. 1939); 
(1940) 8 Geo. Wasu. L. Rev. 980. 


32 United States v. Drivers, Chauffeurs, and Helpers Local Union, 32 F. 
Supp. 594 (D. C. 1940). 


33 Apex Hosiery Company v. Leader, 310 U. S. 469, 60 Sup. Ct. 982, 84 
L. ed. 1311 (1940). 


34 Jd. at 528. The Chief Justice writes: “It would indeed be anomalous 
if, while employers are bound by the Labor Act because their unfair labor prac- 
tices may lead to conduct which would prevent the shipment of their goods in 
interstate commerce, at the same time the direct and intentional obstruction or 
prevention of such shipments by the employees were not deemed to be a re- 
straint of interstate commerce under the broad terms of the Sherman Act.” 
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laws irrespective of whether or not this is a wise or an unwise appli- 
cation and irrespective of what the intent of the framers of the 
Sherman Act might have been.*® In the Hutcheson case, which has 
completely overruled most all of the labor-anti-trust cases theretofore, 
officers of the United Brotherhood of Carpenters were indicted on 
charge of criminal combination and conspiracy in violation of the 
Sherman Act, for activities interfering with interstate commerce 
arising out of a jurisdiction dispute resulting in strike, picketing, 
and boycotting by that union against Anheuser-Busch, Incorporated, 
and other companies, in question whether the Carpenters’ union or 
the International Association of Machinists, both organizations affil- 
iated with the American Federation of Labor shall be permitted to 
perform certain installation and construction work for Anheuser- 
3usch and associated companies. The conspiracy complained of in 
the indictment is that defendants picketed the premises of Anheuser- 
3usch and also the premises of its adjoining tenant, Gaylord Con- 
tainer Corporation; refused to permit members to be employed by 
Borsari Tank Corporation or L. O. Stocker Company who had con- 
tracts to build and construct in the Anheuser-Busch expansion pro- 
gram; and requested through circular letters and the official publi- 
cation of defendants’ union that members and friends refrain from 
buying Anheuser-Busch (Budweiser) beer; that this activity results 
in stopping the flow of building materials and beer in interstate 
commerce and there is thus a conspiracy in restraint of trade. The 
majority opinion written by Mr. Justice Frankfurter held, that where 
a labor union acts peacefully and in its own interest and does not 
combine or join with a non-labor group it is not criminally liable 
under the Sherman Act as modified by Section 20 of the Clayton Act, 
construed in the light of the policy of the Norris-LaGuardia Act, 
for restraints of trade resulting from jurisdictional strikes, picketing, 
or boycotting and therefore defendant labor union was not liable 
upon the charges complained of in the indictment. 


In deciding the Hutcheson case, the majority opinion concurred in 
by four members of the Court, held that such labor conduct in a 
jurisdictional dispute is not a violation of the Sherman Act (that 
the will of Congress should be given effect), and that because such 
activities cannot be enjoined under the Clayton Act (equity cannot 
enjoin labor union in peaceful labor dispute between employees and 
employers) and the Norris-LaGuardia Act (equity cannot enjoin 
certain lawful labor activities regardless of whether relationship is 
or is not that of employer-employee), that these activities therefore 


35 Supra notes 2 and 3. 
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are not criminally indictable under the Sherman Act. 


Says Mr. 
Justice Frankfurter : 


It would be strange indeed that although neither the govern- 
ment nor Anheuser-Busch could have sought an injunction 
against the acts here challenged, the elaborate efforts to permit 
such conduct failed to prevent criminal liability punishable with 
imprisonment and heavy fines. That is not the way to read the 
will of Congress, particularly when expressed by a statute which, 
as we have already indicated, is practically and historically one 
of a series of enactments touching one of the most sensitive na- 
tional problems. Such legislation must not be read in the spirit 
of mutilating narrowness. 

A separate concurring opinion by Mr. Justice Stone did not agree 
that the Sherman Act is not applicable but held merely that defend- 
ants’ conduct in the Hutcheson case is not a sufficient restraint of 
trade to charge an offense under the Sherman Act. In the dissenting 
opinion two members of the Court expressed the view that the sec- 
ondary boycott and conspiracy in restraint of trade charged in the 
indictment are a violation of the Sherman Act and further that 
neither the Clayton Act nor the Norris-LaGuardia Act has any appli- 
cation here because this is a criminal prosecution and not an injunc- 
tion in equity. Says Mr. Justice Roberts: “The doctrine now an- 
nounced seems to be that an indication of a change of policy in an 
Act as respects one specific item in a general field of the law, covered 
by an earlier Act, justifies this Court in spelling out an implied 
repeal of the whole of the earlier statute as applied to conduct of 
the sort here involved. I venture to say that no court has ever 
undertaken so radically to legislate where Congress has refused so 
to do. The construction of the act now adopted . . . seems to me 
a usurpation by the courts of the function of the Congress not only 
novel but fraught, as well, with the most serious dangers to our 
constitutional system of division of powers.” 

It can be seen that the majority opinion and the dissent reach 
extreme opposite conclusions and interpretations and are about as 
far apart as two opinions can possibly be. 


The Aftermath of the Hutcheson Case 


On February 13, 1941, three days after the Hutcheson decision 
was handed down, the Department of Justice speaking through As- 
sistant Attorney General Thurman W. Arnold made a statement 
before the Temporary National Economic Committee with respect 
to the application of anti-trust laws to labor unions.*® Mr. Arnold 

36 Statement of Thurman W. Arnold before the TNEC on February 13, 


1941: (1941) U. S. Law Week 2471, 2485. See also The Folklaw of Thurman 
Arnold (1939) 8 Int. Jurtp. Ass’N Butt. 53. 
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stated that the Hutcheson decision rested solely on an interpretation 
of the policy of Congress and does not purport to settle the economic 
or social problems raised by the jurisdictional strike. He went on to 
point out that it was necessary for the Department to dismiss certain 
indictments pending at that time and showed specific examples of 
irreparable injury caused by jurisdictional strikes. He listed certain 
types of labor restraints which the Department thought not expressly 
decided by the Hutcheson case, and which they believed to be still 
subject to prosecution under the Sherman Act, but as will be shown, 
the Department was indeed optimistic because within a period of a 
few months thereafter a number of prosecutions which had been 
brought by the Justice Department were dismissed by the Supreme 
Court on the basis of the Hutcheson case. The types of labor re- 
straints which the Department considered exempt from the Sherman 
Act are: “(1) The strike of one union against another union certi- 
fied by the National Labor Relations Board to be the only legitimate 
collective bargaining agency with whom the employer can deal.*’ 
(2) A strike to erect a tariff wall around a locality. (3) The ex- 
clusion of efficient methods or prefabricated materials from building 
construction. (4) The refusal of unions to allow small independent 
firms to remain in business. (5) The activities of unions in impos- 
ing and maintaining artificially fixed prices to consumers. (6) The 
make work system.” 

On April 7, 1941, the Supreme Court in three cases affirmed judg- 
ments of trial courts sustaining demurrers of labor unions to indict- 
ments under the anti-trust laws on the basis of the Hutcheson decision 
and thus practically eliminated the exemptions mentioned by the 
Justice Department. It is worth while to briefly describe these three 
cases because together with the Hutcheson case it is doubtful if there 
is any labor conduct with the possible exception, previously men- 
tioned, where a labor group joins with a non-labor group, which is 
now subject to the federal anti-trust laws. This is possibly further 
illustrated by the language of the Hutcheson decision where Mr. Jus- 
tice Frankfurter writes: 

So long as a union acts in its self-interest and does not com- 
bine with non-labor groups, the licit and the illicit under § 20 
(Clayton Act) are not to be distinguished by any judgment 
regarding the wisdom or unwisdom, the rightness or wrongness, 


the selfishness or unselfishness of the end of which the particular 
union activities are the means.** 


37 National Labor Relations Act, 49 Stat. 449 (1935), 29 U. S. C. Supps. 
§§ 151-166 (1940). 


38 Cf., National Association of Window Glass Manufacturers v. United States, 
263 U. S. 403, 44 Sup. Ct. 148, 68 L. ed. 358 (1923). Here there was a com- 
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In the Carrozzo case, a hod-carriers union and other organizations 
and individuals were charged as having engaged in a combination 
and conspiracy unreasonably to prevent building contractors and pav- 
ing contractors from using truck mixers and machine mixed concrete 
in the Chicago area.*® It is further charged that defendants forced 
contractors who were using these concrete truck-mixers to employ 
the same number of men which they would employ if truck-mixers 
were not used; warned manufacturers in other states not to sell 
truck-mixers in the Chicago area; and warned prospective pur- 
chasers that these mixers were not to be used in the Chicago area. 
The judgment upheld the Hutcheson case and the defendants were 
held to be immune from the anti-trust laws. The upholding of this 
activity certainly removes the second type of labor restraint thought 
exempt from the provisions of the Hutcheson case, namely, “a strike 
to erect a tariff wall around a locality”; the third type, namely, “the 
exclusion of efficient methods or prefabricated materials from build- 


ing construction”; and the sixth type, namely, “the make work sys- 
tem.” 


In the Chicago carpenters union case, otherwise known as the ply- 
wood case, the defendants (AFL unions and officials, one of whom 
was William Hutcheson, the defendant in the Hutcheson case) peti- 
tioned the National Labor Relations Board to hold an election among 
the employees of the Harbor Plywood Corporation, a Washington 
corporation, as did a rival CIO union, for the purpose of determining 
the sole bargaining agent desired by a majority of the employees of 
the plywood corporation.*® Both groups agreed to abide by the result 
and the CIO union was elected as the sole bargaining agent. Defend- 
ants are charged with engaging in a combination and conspiracy to 
prevent the corporation from selling plywood in the State of Wash- 
ington for shipment to other states with the intent, unreasonably, to 
restrain such sale and shipment for the purpose of destroying the 
union which won the aforementioned election. Defendants are further 
charged with having called strikes of employees of purchasers and 
users of products of this corporation; and to circulate lists of ap- 
proved plywood manufacturers, not containing the name of the Har- 
bor Plywood Corporation, among purchasers and users of plywood 
products and thus unlawfully restraining trade in violation of the 
Sherman Act. The refusal to hold this a violation of the anti-trust 









bination of manufacturers and a labor union and the Court held that this was 
not an unlawful restraint and whether or not such agreements violate the 
Sherman Act depends upon the particular facts. 

39 Supra note 4. 

40 Supra note 4. 
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laws, removes the first type of labor restraint thought exempt from 
the Hutcheson decision by the Justice Department, namely, “the 
strike of one union against another union certified by the National 
Labor Relations Board to be the only legitimate collective bargaining 
agency with whom the employer can deal.” 

This is also illustrated in the third case, which involves the Build- 
ing and Construction Trades Council of New Orleans.** A member 
of this council lost a National Labor Relations Board election to a 
rival union to be the bargaining agent for employees of trucking and 
drayage firms in New Orleans. The defendants are charged with 
conspiracy in refusing to accept materials and to hinder trucking of 
firms employing members of the rival union and otherwise restrain- 
ing interstate commerce for the purpose of defeating and destroying 
this rival union. The Court here likewise sustained the demurrer to 
the indictment on basis of the Hutcheson decision. In the light of 
these cases it is probable that prosecutions under the fourth and fifth 
types of labor restraints mentioned by the Justice Department, that 
is, “the refusal of unions to allow small independent firms to remain 
in business,” and “the activities of unions in imposing and maintain- 
ing artificially fixed prices to consumers” would also fail. 

It seems logical to presume that at the present time because of the 
Hutcheson decision and the cases thereafter which have been decided 
according to the doctrines expressed therein that labor conduct can 
no longer be criminally prosecuted or enjoined under our federal anti- 
trust laws. Whether this is right or wrong, good or bad, logical or 
illogical, reasonable or unreasonable, is not so important to decide 
because unless we have an appropriate correction or clarification by 
law, jurists, legal writers, newspaper editors, labor leaders, business 
men, and others will continue to “dicker” and “bicker” on whether 
or not labor unions should be subject to criminal prosecutions or 
injunctions under any existing federal laws. 


Need for a Remedy 


’ 


You ask: “What is there to be done?’ Labor answers that noth- 
ing should be done because labor was never meant to be subject to 
the Sherman Act, that the Hutcheson case merely did what should 
have been done right from the beginning and that labor conduct 
should be left to the proper scrutiny of state governments. Business 
answers that by all means the effect of the Hutcheson case must 
immediately be reversed and labor conduct which is unreasonable 
should, as previously, be subject to the federal anti-trust laws. The 
public answers that we do not care so much what is done so long as 


#1 Supra note 4. 
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it is just and we do not have to bear the brunt of unreasonable labor 
or business conduct. As in all problems where many diversified and 
sundry factors enter into the picture the remedy is not simple. Per- 
haps it would be helpful, as some people believe, to require labor 
unions to incorporate. The courts are not to be blamed for the con- 
fusion and wrangling which has taken place respecting labor and the 
anti-trust laws because the courts have merely construed the existing 
laws, which evidently are ambiguous, in a given case according to 
the particular views or feeling of the judge rendering the decision. 
It seems that this whole picture stresses the need for federal legis- 
lation which will specifically, once and for all, exempt labor from the 
Sherman Act and on the other hand be in itself a separate act apply- 
ing only to labor activity and subjecting unreasonable labor conduct 
to correction by federal law in the same fundamental spirit that un- 
reasonable business activity is and has been subject to federal laws 
such as the Sherman Act. 

The many gains made by labor should by all means be jealously 
guarded and protected and the right of labor to organize, form unions, 
and bargain collectively should be carefully guaranteed; but now 
that labor occupies such a very prominent place in our national life 
then for the welfare of labor, business, and the general public, unrea- 
sonable labor activity, such as certain jurisdictional disputes, should 
be subject to special federal labor laws. There are numerous factors 
involved in passing federal legislation and whether or not a federal 
law specifically designed to correct unreasonable labor conduct will 
be enacted depends upon the behavior of labor and the popularity of 
such a movement at any given time. Harry I. Ravitz. 





RECENT CASES 


APPEAL AND ERROR — TAXATION — REVERSAL ON GrouND Nort 
RAISED BEFORE BOARD oF TAX APPEALS.—A taxpayer was assessed 
under section 166 of the Revenue Act of 1934 on the theory that 
income from a “family trust” was taxable to him as settlor. The 
Board of Tax Appeals overruled the Commissioner. Before hearing 
on a petition for review, filed in the Eighth Circuit Court of Appeals, 
the Supreme Court held that such income was taxable to the settlor 
under section 22 (a). Helvering v. Clifford, 309 U. S. 331, 60 Sup. 
Ct. 554, 84 L. ed. 788 (1940). The Eighth Circuit reversed on this 
ground although faced with the argument that section 22 (a) had 
not been raised before the Board. Helvering v. Hormel, 111 F. (2d) 
1 (C. C. A. 8th, 1940). On similar facts the Third Circuit reached a 
contrary result. Commissioner v. Richter, 114 F. (2d) 452 (C. C. A. 
3d, 1940). Certiorari was granted in both cases. Held, that it was 
proper to consider the rule of the Clifford case on appeal although 
it had not been raised before the Board. Hormel v. Helvecring, 61 
Sup. Ct. 719 (U. S. 1941); Helvering v. Richter, 61 Sup. Ct. 723 
(U. S. 1941). 

Federal Courts apply the general rule that an issue must be raised 
at trial to be considered on appeal and that when successive appeals 
are available the issue must be preserved from stage to stage. Mon- 
tana Railway Co. v. Warren, 137 U. S. 348, 11 Sup. Ct. 96, 34 L. 
ed. 681 (1890); Virtue v. Creamery Package Mfg. Co., 227 U. S. 8, 
33 Sup. Ct. 202, 57 L. ed. 393 (1913); Gila Valley Ry. Co. v. Hall, 
232 U. S. 94, 34 Sup. Ct. 229, 58 L. ed. 521 (1914) ; Grant Bros. v. 
United States, 232 U. S. 647, 34 Sup. Ct. 452, 58 L. ed. 776 (1914) : 
Magruder v. Drury, 235 U. S. 106, 35 Sup. Ct. 77, 59 L. ed. 151 
(1914) ; Edward Hines Trustees v. Martin, 268 U. S. 458, 45 Sup. 
Ct. 543, 69 L. ed. 1050 (1925) ; Duignan v. United States, 274 U. S. 
195, 47 Sup. Ct. 566, 71 L. ed. 996 (1927). And, the application 
extends to appeals from the Board of Tax Appeals. Blair v. Oester- 
lein Co., 275 U. S. 220, 48 Sup. Ct. 87, 72 L. ed. 249 (1927); Gen- 
eral Utilities Co. v. Helvering, 296 U. S. 200, 56 Sup. Ct. 185, 80 
L. ed. 154 (1935): Kottemann v. Commissioner, 81 F. (2d) 621 
(C. C. A. 9th, 1936); Helvering v. Wood, 309 U. S. 344, 60 Sun. 
Ct. 551, 84 L. ed. 796 (1940) ; Rhodes v. Commissioner, 111 F. (2d) 
53 (C. C. A. 4th, 1940). 

While this rule may be explained by a consideration of the logical 
consequences of the concept of review, its vitality seems to depend 
on practical considerations. The courts apparently feel that an appel- 
lant should not be allowed to take advantage of an afterthought or 
to shift ground in order to bolster a weak case, and that under ordi- 
nary circumstances an appellate court will not have sufficient infor- 
mation to guide its decision if the issues are not properly presented 
at trial. Still, if applied rigidly, the rule can require that substantial 
merits be ignored when counsel run afoul of the niceties of pleading 
or practice. In restraint of this result a body of exception has de- 
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veloped. See, Campbell, Extent to Which Courts of Review Will 
Consider Questions Not Properly Kaised or Preserved (1932) 7 
Wis. L. kev. 91, 100, (1933) 8 Wis. L. Rev. 147. A good poruon 
of the iederal cases stating the general rule will be found to quality 
it to the effect that it does not apply where there is error of a “iunda- 
mental or jurisdictional character.” ‘his qualification apparently 
reiers in part to the iederal rule which requires that all jurisdictional 
iacts appear affirmatively and allows the question of jurisdiction to 
be examined at any point in the proceedings. Turner v. Bank of 
North America, 4 Dall. 8, 1 L. ed. 718 (U.S. 1799); M.C.& L. 
M. Railway Co. v. Swann, 111 U. S. 379, 4 Sup. Ct. 510, 28 L. ed. 
462 (1804); Gainesville v. Brown-Crummer Co., 277 U. S. 54, 48 
Sup. Ct. 454, 72 L. ed. 781 (1928) ; Cf. Stoll v. Gottlieb, 305 U. S. 
165, 59 Sup. Ct. 134, 83 L. ed. 104 (1958) ; Chicot County Drainage 
Dist. v. Baxter State Bank, 308 U. S. 371, 60 Sup. Ct. 317, 84 L. 
ed. 329 (1940). 

There are, however, several classes of cases limiting the general 
rule which seem to result only from the merits of each situation. For 
instance, it is accepted that on appeal reversal may be based on “plain 
error” even in the absence of assignment or exception. United States 
v. Tennessee & Coosa R’d, 176 U. S. 242, 20 Sup. Ct. 370, 44 L. ed. 
452 (1900); Weems v. United States, 217 U. S. 349, 30 Sup. Ct. 
544, 54 L. ed. 793 (1910); Mahler v. Eby, 264 U. S. 32, 44 Sup. 
Ct. 283, 68 L. ed. 549 (1924) ; Lamb v. Cramer, 285 U. S. 217, 52 
Sup. Ct. 315, 76 L. ed. 715 (1932). Again, it is not uncommon for 
appellate courts to sustain a decision, which is considered correct, on 
reasoning not raised or considered below. United States v. American 
Ry. Express, 265 U.S. 425, 44 Sup. Ct. 560, 68 L. ed. 1087 (1924) ; 
Langnes v. Green, 282 U. S. 531, 51 Sup. Ct. 243, 75 L. ed. 520 
(1931); Dickey v. Burnet, 56 F. (2d) 917 (C. C. A. &th, 1932) ; 
Helvering v. Rankin, 295 U. S. 123, 55 Sup. Ct. 732, 79 L. ed. 1343 
(1935) ; Helvering v. Gowran, 302 U. S. 238, 58 Sup. Ct. 154, 82 
L. ed. 224 (1937). In still another type of case, of which the prin- 
cipal cases are examples, the decision may be reversed on appeal in 
the light of a “changed situation.” United States v. Schooner Peggy, 
1 Cranch 103, 2 L. ed. 49 (U. S. 1801); Gulf, Col. & S. F. Ry. v. 
Dennis, 224 U. S. 503, 32 Sup. Ct. 542, 56 L. ed. 860 (1912) ; 
Watts, Watts & Co. v. Unione Austriaca, 248 U. S. 9, 39 Sup. Ct. 
1, 63 L. ed. 100 (1918); Green v. United States, 67 F. (2d) 846 
(C. C. A. 9th, 1933); Trapp v. Metropolitan Life Ins. Co., 70 F. 
(2d) 976 (C. C. A. 8th, 1934); Legg’s Estate v. Commissioner, 
114 F. (2d) 760 (C. C. A. 4th, 1940). 

From these decisions, however, the relation of rule and exception 
has not been clear. This deficiency seems to be remedied by the cases 
at hand. In speaking of the application of the general rule, the Court 
has this to say: “Orderly rules of procedure do not require sacrifice 
of the rules of fundamental justice . . . this Court, in following in 
some cases the general principle sought to be invoked here by peti- 
tioner, has been careful to point out the circumstances justifying 
application of the practice in the particular case.” Hormel v. Helver- 
ing, supra at p. 721. Here then is the principle: Form is prescribed 
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so that substance will be presented in an orderly manner; ii sub- 
stance adequately appears without the aid ot torm, it suouia not ve 
ignored. Vy ueller substance adequately appears is Of COUrse NOt ai- 
ways readily answered. Several considerations are important. Watt 
an Obviously correct result be precluded unless the new quesuon 15 
considered; Can the new question be properly considerea on tie 
record available’ Will consideration ot the new question be unia 
to the opposing party’ ‘Lhat eaci answer must wait ior particuiai 
circumstances should not be regretted, ior it 1s well to Have a yei- 
eral rule tested at each application. in view of the iact tiat Mr. 
justice Black spoke for tue Court in the principal cases, 1 seems 
pertinent that dissenting in a case decided a few years ago ue said: 
“Litigation is not a game in which justice can be awarued only to 
the alert and fastidious objector. . . .” Gibbs v. Buck, 307 U. S. 
66, 94, 59 Sup. Ct. 725, 8» L. ed. 1111 (1939). 

The practice which the Court adopts in the present cases of re- 
manding to the Board with permission to the losing party to intro- 
duce additional evidence, would seem to cure the objection that 
consideration of a new question on appeal may render new facts 
relevant. But compare, (1941) 54 Harv. L. Rev. Gsy. C.L. R. 


ATTACHMENT OF JUDGMENT OF FEDERAL DistRICT COURT BY 
STATE CourT OF ANOTHER STATE—SITUS OF JUDGMENT DEBT FOR 
PuRPOSE OF GARNISHMENT—ATTACHMENT OF JUDGMENT ON ApP- 
PEAL.—Lincoln Mine Operating Company obtained judgment against 
Huron Holding Corp. in the tederal district court ior the southern 
district of Idaho. Pending appeal a New York creditor of Lincoln 


attached the judgment in a state court of New York in a suit on a 
promissory note. No personal service was had on Lincoln in New 
York, but he was given notice in accordance with New York laws. 
Aiter the Circuit Court of Appeals had affirmed the Idaho judgment 
but before the mandate had been sent down the New York court ren- 
dered judgment against Lincoln. Huron paid it under compulsion of 
the New York Judgment and execution and then filed a motion in the 
Idaho court asking that the federal court’s judgment be marked 
satisfied. Lincoln countered with a motion against the National 
Surety Company, the guarantor on Huron’s supersedeas bond ii tic 
original action, asking that judgment against the surety be entered 
in favor of Lincoln. The district court held that the judgment had 
been fully satisfied, and declined to enter judgment against the suicty, 
27 Fed. Supp. 720 (S. D. Idaho 1939). The Circuit Court of 
Appeals reversed, 111 F. (2d.) 438 (C. C. A. 9th, 1940). 
Held, that for the purpose of attachment the situs of the judgment 
debt was at the domicile of the debtor, and since the New York court 
had jurisdiction over the debt the attachment was entitled to full 
faith and credit in the federal courts. Huron Holding Corp. and 
National Surety Corp. v. Lincoln Mine Operating Co., 62 Sup. Ct. 
513 (U. S. 1941). 

As was pointed out in case note in (1939) 28 Catir. L. Rev 
105 regarding the decision in the present case rendered by the Dis- 
trict Court of Idaho, logically the debt cannot be said to follow the 
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debtor and be subject to attachment at his domicile, as it is in no 
sense 7 gy oi his, 
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R. 1. & P. vy. Sturm, supra, it was said, in discussing the liability 
of a debt of a foreign corporation to attachment in the state of the 
debtor “whatever of substance there is must be with the debtor.” 

The possibility of interference with the jurisdiction of the court ren- 
dering judgment in the original action has been often advanced as a 
reason for holding a foreign judgment to be not subject to attach- 
ment. This factor the court considered outweighed by the present 
necessity for permitting free use of attachment brought about by the 
increased mobility of persons and property and the expanded area 
of business relationships. R. E. W. 


CONSTITUTIONAL Law — Pusiic OFrrice — INCOMPATIBILITY OF 
OFrFICES—SELECTIVE SERVICE Act.—Two associate justices of the 
Superior Court of Massachusetts were appointed by the Governor to 
serve as members of local draft boards pursuant to the provisions of 
the Federal Selective Training and Service Act of 1940. Doubt hav- 
ing arisen as to the compatibility of membership on said board with 
said judicial offices, the case was submitted to the Justices of the Su- 
preme Judicial Court of Massachusetts for their opinion. Held, that 
the offices were not incompatible under the FEDERAL CoNSTITUTION, 
the Constitution and Statutes of the Commonwealth of Massachusetts, 
and the common law. In re Opinion of the Justices, 29 N. E. (2d) 
738 (Mass. 1940). 

It is a well settled rule of common law that a person who accepts 
a second public office incompatible with the first, resigns the first by 
implication. Note (1936) 100 A. L. R. 1162. Courts have been 
reluctant to formulate a general definition as to what constitutes an 
incompatibility of offices and content themselves with a discussion of 
the facts of specific cases. Note L. R. A. 1917A 216. A few rules 
on this concept, however, have been laid down. Incompatibility has 
been defined as an inconsistency in the functions of the two offices. 
People ex rel. Ryan v. Green, 58 N. Y. 295 (1874); Kenney v. 
Goergen, 36 Minn. 190, 31 N. W. 210 (1886). Two important tests 
have been advanced to relieve the uncertainty of this definition: When- 
ever one office is subordinate to the other in some of its important 
and principal duties, the offices are incompatible. Ait. Gen. ex rel. 
Moreland v. Detroit, 112 Mich. 145, 70 N. W. 450 (1897); State 
v. Jones, 130 Wis. 572, 110 N. W. 431 (1907). Where the second 
office is merely an ex officio extension of the first and not clearly 
distinct, the offices are incompatible. Moore v. Nation, 80 Kan. 672, 
103 Pac. 107 (1909). Some courts have been inclined to treat the 
question of incompatibility purely as one of public policy. State ex 
rel. Crawford v. Anderson, 155 Iowa 271, 136 N. W. 128 (1912) ; 
State v. Buttz, 9 S. C. 156 (1877). The Federal government has 
made provisions against certain classes of persons holding more than 
one office, FEDERAL ConstitTuTIon, Art. 1, Sect. 6. Many jurisdic- 
tions have, by constitution or statute, prohibited persons from hold- 
ing more than one public office. While some of these are merely 
declaratory of the common law, others establish a more severe stand- 
ard of incompatibility or expressly forbid the holding of two offices 
by a public officer. Note (1936) 100 A. L. R. 1170. The following 
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offices have been held to be incompatible: Member of the legislature 
and justice of the peace, Green v. Wardell, 17 Ill. 278 (1855), police 
judge and mayor, Howard v. Harrington, 114 Me. 443, 96 Atl. 769 
(1916), member of the Board of Health and quarantine officer, Gaw 
v. Ashley, 195 Mass. 173, 80 N. E. 790 (1907), mayor and Governor, 
Att. Gen. ex rel. Moreland v. Detroit, 112 Mich. 145, 70 N. W. 450 
(1897), United States Senator and clerk of the court, State v. Park- 
hurst, 9 N. J. L. 427 (1802), and Attorney General and prosecutor 
of pleas, State ex rel Clawson v. Thompson, 20 N. J. L. 689 (1846). 


The offices of Judge of the Superior Court of Massachusetts and 
member of a local draft board are not subordinate, but so separate and 
distinct as to prevent their being incompatible under principles of 
common law. The holding of a position on a local draft board by a 
judge of the Superior Court is not forbidden by any provisions in the 
Constitution of Massachusetts since it is not an office created under 
the authority of the Commonwealth, Massachusetts Constitution, pt. 
2, c. 6, art. 2; Amend. art. 8, nor is it an exercise of legislative or 
executive powers by the judiciary, Massachusetts Constitution, pt. 1, 
art. 30. Statutory provisions that one who holds a judicial office 
under the laws of United States cannot hold a judicial office under 
the Commonwealth, do not include membership on a local draft board 
as one of such offices, Mass. Gen. Law (Ter. ed.), c. 220, §11. The 
FEDERAL CONSTITUTION does not prohibit the holding of the office, 
supra. In addition, persons listed as being disqualified from holding 
a membership on the local draft board according to the Federal 
Selective Training and Service Act, do not include the office of judge 
among them, 50 U. S. C. A. 310 (1940). It is submitted that, al- 
though these offices do not fit into any prescribed common law rules, 
constitutional provisions, or statutes, regarding incompatibility, upon 
principles of expediency of justice, a judge of the Superior Court 
should not be allowed to sit as a member of a local draft board. The 
stringency of the duties of the board member, in lieu of the National 
Emergency will result in more than an “occasional disqualification” 
of the judge to perform his judicial duties. Mass. Gen. Law (Ter. 
ed.) c. 212, §§ 1, 2. M. G. 





JupictaL PowerR—PoLiTiIcAL QuESTION—BLAcK Tom AWARD 
Cases. — Petitioners, holders of certified awards of the German 
Mixed Claims Commission, brought suit to have certain later awards 
declared void and to restain their certification by the Secretary of 
State and their payment by the Secretary of the Treasury. The 
claims covered by the challenged awards arose out of explosions at 
Black Tom and Kingsland, New Jersey, in 1916 and 1917, and had 
been dismissed by the commission in 1930. Disagreement over a 
rehearing, sought by the American agent on the ground that the 
commission had been misled by fraudulent evidence on the part of 
witnesses for Germany, led to the German commissioner’s withdrawal 
and a protest against further action by the German Embassy. The 
umpire, provided by the agreement setting up the commission, ruled 
that jurisdiction was not ousted by this withdrawal, and an award 
against Germany was made. The Secretary of State certified the 
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award to the Secretary of the Treasury under the Settlement of War 
Claims Act, 45 Stat. 254 (1928), before this suit was begun. Held, 
that petitioners must claim solely by virtue of their interest in the 
fund created by the statute, and under its terms they are not entitled 
to complain of payments out of that fund of awards which the Sec- 
retary has certified. 2 & F Assets Realization Corp. v. Cordell Hull, 
Sect’y of State and Henry Morganthau, Sect’y of the Treas.; Lehigh 
Valley R. R. Co., Intervener, Hawaiian Steamship Co. v. Hull, etc., 
61 Sup. Ct. 351, 85 L. ed. 336 (U. S. 1941). 


The Court, having decided that the petitioners’s right to sue in 
these cases depended solely on the statute, ruled that the Act con- 
templated that the Secretary of State use discretion in certifying these 
awards, and that there was no basis for concluding that such delib- 
eration was not used. The lower courts had dismissed the bills at 
once on the ground that the question was political rather than judicial. 
31 F. Supp. 371 (D. C. 1940), aff'd, 114 F. (2d) 464 (App. D. C. 
1940). This latter view was upheld in a separate opinion written by 
Mr. Justice Black with whom Mr. Justice Douglas joined. 

From the beginning of our government, the judiciary has consid- 
ered political questions to be outside its jurisdiction because of the 
separation of powers doctrine. The Nereide, 9 Cranch 388, 3 L. ed. 
599 (U. S. 1815); see Marbury v. Madison, 1 Cranch 137, 165 ff., 
2 L. ed. 60 (U. S. 1803). The courts were not constituted to deter- 
mine national policy. See The Apollon, 9 Wheat. 362, 366, 6 L. ed. 
111 (U. S. 1824). Among cases which the Court regards as political 
are those involving issues of importance to the public as a whole and 
in respect to which legal principles cannot be applied. Luther v. 
Borden, 7 How. 1, 12 L. ed. 581 (U. S. 1849) (republican form of 
government) ; Lone Wolf v. Hitchcock, 187 U. S. 553, 23 Sup. Ct. 
115, 47 L. ed. 299 (1903) (government’s relations with Indian 
tribes) ; Benson v. U. S., 146 U. S. 325, 13 Sup. Ct. 60, 36 L. ed. 
991 (1892) (use of federal land); Magwire v. Tyler, 8 Wall. 650, 
19 L. ed. 320 (U. S. 1869) (accession and conquest of territory) ; 
Keely v. Saunders, 99 U. S. 441, Sup. Ct. 25 L. ed. 327 (1879), 
Neely v. Henkel, 180 U. S. 109, 21 Sup. Ct. 302, 45 L. ed. 448 
(1901) (establishment and duration of military authority); Ga. v. 
Stanton, 6 Wall. 50, 18 L. ed. 721 (U. S. 1867) (government of 
seceeding states); U.S. v. Yarbo, 1 Wall. 412, 17 L. ed. 635 (U. S. 
1863) (territorial extent of federal law); Lesser v. Garnett, 258 
U. S. 130, 42 Sup. Ct. 217, 66 L. ed. 505 (1922) (adoption and 
validity of constitutional amendments); Mass. v. Mellon, 262 U. S. 
447, 43 Sup. Ct. 597, 67 L. ed. 1078 (1923) (federal expenditures). 
Other questions regarded as political are those relating to the conduct 
of foreign affairs, in which field, usual constitutional limitations must 
sometimes be relaxed. The Divina Pastora, 4 Wheat. 52, 4 L. ed. 
512 (U. S. 1819) (declaration of war); U.S. v. Palmer, 3 Wheat. 
610, 4 L. ed. 471 (U. S. 1818) (recognition of nations); Oectjen v. 
Central Leather Co., 246 U. S. 297, 38 Sup. Ct. 309, 62 L. ed. 726 
(1918) (acts of recognized governments); Re Cooper, 143 U. S. 
472, 12 Sup. Ct. 453, 36 L. ed. 232 (1892) (policing international 
waters) ; Foster v. Neilson, 2 Pet. 253, 7 L. ed. 415 (U. S. 1829) 
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(settlement of boundary disputes); Chinese Exclusion cases, 130 
U. S. 581, 9 Sup. Ct. 623, 32 L. ed. 1068 (1889) (immigration). 
Also considered political in the sense that the judiciary will not sub- 
stitute its judgment for that of the political branches are those situa- 
tions in which the legislature acting under some constitutional au- 
thority delegates to an executive officer a statutory power to be 
exercised at his discretion. For example, having first decided that 
the executive has the constitutional and statutory power to issue a 
levy of distress, the Supreme Court refused to question the action of 
the Secretary of the Treasury in so doing. Den ex dem. Murray v. 
Hoboken Land and Improvement Co., 18 How. 272, 15 L. ed. 372 
(U. S. 1855). Likewise, the Court refused to enjoin the Secretary 
of the Interior from cancelling a public land entry because it was a 
matter within his discretion. Gaines v. Thompson, 7 Wall. 347, 19 
L. ed. 62 (U. S. 1868). Though the courts will not interfere with 
the valid exercise of legislative or executive discretion, they will de- 
termine whether such judgment is authorized, and they will prevent 
the unauthorized use of such discretion. See Bd. of Liquidation v. 
McComb, 92 U. S. 531, 23 L. ed. 623 (U. S. 1875) ; Hall v. Greiger- 
Jones Co., 242 U. S. 539, 37 Sup. Ct. 217, 61 L. ed. 480 (1917) ; 
Dismuke v. U. S., 297 U. S. 167, 56 Sup. Ct. 400, 80 L. ed. 561 
(1936). 

Cases involving questions both of the political control of foreign 
affairs and the exercise of executive discretion in a matter involving 
private interests, have in the past been accepted by the Supreme Court 
for the determination of some issues. In controversies arising from 
the refusal of the Secretary of State to pay claimants against Mexico 
out of a fund paid to him for that purpose pursuant to a convention 
between the countries, the Court held that despite an act requiring 
the Secretary to distribute these funds in ratable proportions among 
those in whose favor the awards had been made, 20 Stat. 144 (1878), 
38 U. S. C. § 159 (1929), mandamus would not be issued since the 
President might order the retention of such money until protests of 
fraud on the part of the claimant raised by the Mexican government 
had been settled through further negotiation. The advisability of 
further negotiation was held a political question and outside the 
Court’s jurisdiction. Frelinghysen v. Key, 110 U. S. 63, 3 Sup. Ct. 
462, 28 L. ed. 71 (1884). Subsequently, a similar suit was raised on 
the ground that Congress had not approved a new convention, pro- 
viding for the rehearing suggested by the President, but the Court 
reaffirmed its stand stating that the judicial authority cannot be in- 
voked until the political questions are definitely settled. U.S. ex rel. 
Boynton v. Blaine, 139 U. S. 306, 11 Sup. Ct. 607, 35 L. ed. 183 
(1891). In the same year the High Court held that under legisla- 
tive enactment the decisions of the Court of Commissioners of the 
Alabama Claims were conclusive as to the amount to be paid on each 
claim but not as to the party entitled to receive it. The Court, how- 
ever, decided that any claim which the commissioners decided was a 
valid charge against the United States was property which could pass 
under an assignment in bankruptcy. Walliams v. Heard, 140 U. S. 
529, 11 Sup. Ct. 885, 35 L. ed. 550 (1891). The Court has further 
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stated that the direction of the Secretary of State to the Secretary of 
the Treasury to pay out money received from a foreign country on 
behalf of a private claimant to a designated person is not necessarily 
so conclusive that it must be carried out without judicial interference. 


Mellon v. Orinoco Iron Co., 266 U. S. 121, 45 Sup. Ct. 53, 69 L. 
ed. 199 (1924). 


In two recent cases involving states’ ratifications of amendments 
to the FEDERAL CONSTITUTION, a matter involving less of the element 
of private interest than the claims cases, the Court has refused to re- 
ject the suits on the ground that a political question was involved, 
despite opinions similar to that of Mr. Justice Black in the principal 
cases which argued that the cases should be declined on that basis. 
Coleman v. Miller, 307 U. S. 433, 59 Sup. Ct. 972, 83 L. ed. 1363 
(1939) ; Chandler v. Wise, 307 U. S. 474, 59 Sup. Ct. 992, 83 L. 
ed. 1407 (1939). It has been suggested that the Court in these two 
cases attempted to maintain jurisdiction in the premises for possible 
future purposes while at the same time it declined to interfere with 
the political matters involved. See note (1939) 122 A. L. R. 695, 
727. Viewed from this standpoint, these and the principal cases are 
in accord with the doctrine of the Supreme Court that the presence in 
a case of a political question does not deprive the courts of jurisdic- 
tion otherwise acquired although the ruling of the political branches 
on a political matter must be accepted as the rule of the courts. “To 
accept a ruling authority and to decide accordingly is not a surrender 
or abandonment of jurisdiction but an exercise of it.” Ricaud v. 
American Metal Co., 246 U. S. 304, 309, 38 Sup. Ct. 312, 62 L. ed. 
733 (1918). Especially in controversies involving the determination 
of private rights this procedure seems preferable to that advocated in 
the concurring opinion which would exclude from jurisdiction all 
cases which happened to include political matters. E. E. E., Jr. 


NATIONAL Lazpor RELATIONS AcT—BaAck PAy—DEDUCTION FOR 
Losses WILLFULLY INCURRED—APPLICATION OF PRINCIPLE OF MIT- 
IGATION OF DAMAGES.—Back pay was awarded by the Labor Board 
to strikers discriminatorily refused employment in a sum equal to the 
amount each would normally have earned as wages from the date of 
the discrimination, January 1, 1936, to the date he is offered rein- 
statement, “less his net earnings during said period.” In the matter 
of Phelps Dodge Corp., 19 N. L. R. B., No. 60 (Jan. 16, 1940). 
Subsequent to the date of the discrimination against them, a number 
of strikers had obtained other jobs, which several quit voluntarily 
for various reasons. One did not apply for jobs “because he felt he 
was a little old.” On the employer’s petition for review of the Board’s 
order, the Second Circuit Court of Appeals modified the amount of 
the back pay ordered by deducting, in addition to actual earnings, the 
amount which the employees failed without excuse to earn through 
failure to use reasonable efforts to find work and keep employed, thus 
applying the principle of mitigation of damages generally applied by 
the courts in actions by discharged employees who sue for breach of 
contract. Phelps Dodge Corp. v. NLRB, 113 F. (2d) 202 (C. C. A. 
2d, 1940). Certiorari was granted by the Supreme Court on petition 
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of employer and cross-petition by NLRB, 61 Sup. Ct. 447, 85 L. ed. 
(adv. op.) 390 (U. S. 1941). Held, that it “seems fair that deduc- 
tions should be made . . . for losses willfully incurred,” that “the 
employer should be allowed to go to proof on this issue,” and that 
the Board “may give appropriate weight to a clearly unjustifiable 
refusal to take desirable new employment.” The lower court’s decree 
is modified accordingly, and the matter remanded to the Board for 
determination. 9 U. S. Law Week 4293 (Apr. 28, 1941). 

The instant decision appears to overturn a line of Labor Board 
rulings and orders which date back almost as far as the Labor Act 
itself. No NLRB order has ever made provisions for deductions for 
“losses willfully incurred.” When the contention was made before 
the Board that failure to seek other employment or voluntary relin- 
quishment of other jobs should bar or mitigate in amount back pay 
awards, the Board found the argument to be without merit; the Ninth 
Circuit Court of Appeals sustained the Board’s position. NLRB v. 
Carlisle Lumber Co., 99 F. (2d) 533 (C. C. A. 9th, 1940), enforcing 
2N.L.R. B. 249 (1936), cert. denied 306 U. S. 646 (1940); In the 
matter of Western Felt Works, 10 N. L. R. B. 407 (1938); In 
the matter of New York Handkerchief Mfg. Co., 16 N. L. R. B. 532 
(1939). The Board’s principal articulate argument against the deduc- 
tion is the claim that it would impose “an impossible administrative 
burden” on it, requiring it to “dissipate its energies in time-consuming 
and speculative inquiries into earnings which were not made but which 
were arguably possible” in order “to care for the rare instance in 
which the employee finds it possible to remain idle.” NLRB Brief. 
pp. 56-58. The present decision, however, “believes” that the board 
“overestimates administrative difficulties and underestimates its ad- 
ministrative resourcefulness,” and rules that “the importance of tak- 
ing fair account, in a civilized legal system, of every socially desirable 
factor in the final judgment” and the “policy of promoting produc- 
tion and employment” outweigh the disadvantages. 

Victory on this issue by employers is more apparent now that it is 
likely to be real in the long-run of administration of the Act. The 
Board is adept in the strategy of avoiding the effect of Supreme Court 
decisions which at first appear to impose stringent limitations on the 
Board’s powers. E.g., NLRB vy. Fansteel Metallurgical Corp., 306 
U. S. 240, 59 Sup. Ct. 490, 83 L. ed. 627 (1939), setting aside 5 
N. L. R. B. 930 (1938) (NLRA protects only “lawful” strikes; 
NLRB may not order reinstatement of sit-down strikers), with which 
compare In the matter of El Paso Electric Co., 13 N. L. R. B. 213 
(1939) (saboteurs and violent strikers ordered reinstated), aff’d in 
El Paso Electric Co. v. NLRB, 8 Lab. Rel. Rep. 349 (C. C. A. 5th, 
Apr. 25, 1941); NLRB v. Sands Mfg. Co., 306 U. S. 332, 59 Sup. 
Ct. 508, 83 L. ed. 682 (1939), setting aside 1 N. L. R. B. 546 (1936) 
(breach by employees of collective agreement held to justify their 
discharge notwithstanding NLRA), with which compare In the mat- 
ter of Lone Star Gas Co., 18 N. L. R. B., No. 62 (1939) (employees 
striking in breach of collective contract retain status as “employees” ; 
such “employees” ordered reinstated). Moreover, in the present sit- 
uation, the decision relied upon as limiting the Board’s powers con- 
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tains within it an outline of all the necessary tactics for a successful 
flanking movement by the Board. 

First, the Court does not hold that deductions must be made, even 
for “losses willfully incurred”: instead, it is merely observed that 
“it seems fair that deduction should be made.” Second, the opinion 
recites that the employer “should be allowed to go to proof on this 
issue,” suggesting that the burden is on the employer. Under this 
interpretation, the employer would have to prove existence of three 
elements: (1) that “desirable” new employment was available; 
(2) that the employee’s refusal to take it was “unjustifiable” ; (3) and 
that losses actually resulted from such refusal. Third, even if the 
employer does succeed in tying down these elusive elements (which 
as a practical matter may approach the impossible if the word “‘desir- 
able” in element (1) sets up a subjective rather than an objective 
standard—latent ambiguity lies in the Court’s language on this point), 
even then the Board in computing back pay need give them, accord- 
ing to the Court’s decision, only such weight as the Board deems 
“appropriate.” Fourth and finally, the Board is provided in advance 
with a formula for discounting and rendering nugatory any efforts 
to secure deductions for losses willfully incurred: all the Board need 
do is “find” that claim is “remote and speculative” and that therefore 
it refuses to go into the matter, in the exercise of its discretion, in 
order to avoid “delays and difficulties.” For the Court declares else- 
where in the opinion that “All we ask of the Board is to give clear 
indication that it has exercised the discretion with which Congress 
has empowered it,” 9 U. S. Law Week 4293 at 4297; and again, “All 
we are entitled to ask is that the statute speak through the Board 


where the statute does not speak for itself,” 9 U. S. Law Week 
4293 at 4296. 

In result, therefore, it appears that the present decision will have 
little actual effect upon the Board’s computation of back pay, except 
possibly in the most flagrant cases of “refusal to take desirable new 
employment.” E. S. 


PATENTS—INFRINGEMENT—ESTOPPEL TO DENY VALIDITY—PRIVv- 
ITY BETWEEN INFRINGER AND ASSIGNOR OF PATENT.—Plaintiff is as- 
signee of a patent which was granted to one Montague while the 
latter was in plaintiff's employ. Montague severed his employment 
with plaintiff and thereafter developed an improvement over his pat- 
ented device, upon which he filed an application for patent. Defend- 
ant approached plaintiff and Montague with a view to obtaining man- 
ufacturing rights in Montague’s inventions. Montague granted de- 
fendant an exclusive license to make and sell stoves which embodied 
the later improvement, it being agreed that the parties to the license 
were to share equally the expenses of defending any suit brought 
against either by any third parties. Prior to execution of the license, 
defendant had been notified by plaintiff that its product was consid- 
ered an infringement of a certain other patent owned by plaintiff. 
Suit was brought for infringement of the Montague patent. Defend- 
ant sought to contest the validity of the patent. Held, that by reason 
of defendant’s privity of relationship with the assignor, he is estopped 











RECENT CASES 973 
to deny validity of the patent in suit. Automatic Draft and Stove 
Co., Inc. v. Auto Stove Works, 34 F. Supp. 472 (W. D. Va. 1940). 

It is a well-established rule that in an action for infringement the 
assignor of the patent in suit is estopped as against his assignee to 
deny the validity of the patent. Westinghouse Electric & Manufac- 
turing Co. v. Formica Insulation Co., 266 U. S. 342, 45 Sup. Ct. 
117, 69 L. ed. 316 (1924). In the earliest decisions on this point, 
the rule is based upon the implied warranty of a vendor. Faulks v. 
Kamp, 3 Fed. 898 (C. C. S. D. N. Y. 1880) (citing English cases). 
Later decisions apply the rule with little or no discussion. Burdsall 
v. Curran, 31 Fed. 918 (C. C. N. D. Ill. 1887) ; Babcock v. Clarkson, 
63 Fed. 607 (C. C. A. Ist, 1894); Continental Wire Fence Co. v. 
Pendergast, 126 Fed. 381 (C. C. D. Minn. 1903). 


The courts have long recognized that other persons may also be 
bound by the estoppel of an assignor. Thus, the estoppel has been 
extended to those “in privity with” the assignor of the patent in suit. 
Daniel v. Miller, 81 Fed. 1000 (C. C. E. D. Pa. 1897) ; Buckingham 
Products Co. v. McAleer Mfg. Co., 108 F. (2d) 192 (C. C. A. 6th, 
1939) ; see Continental Wire Fence Co. v. Pendergast, supra at 384; 
Johnson Furnace and Eingineering Co. v. Western Furnace Co., 178 
Fed. 819, 822 (C. C. A. 8th, 1910) ; Leader Plow Co. v. Bridgewater 
Plow Co., 237 Fed. 376, 378 (C. C. A. 4th, 1916); American Ma- 
chinery Co. v. Everedy Machine Co., 35 F. (2d) 526, 528 (E. D. 
Pa. 1929). The estoppel clearly applies to copartners of the assignor 
who aid him in the infringement. Time Telegraph Co. v. Himmer, 
19 Fed. 322 (C. C. S. D. N. Y. 1884) (partnership formed for the 
purpose of manufacturing the infringing device) ; Parker v. McKee, 
24 Féd. 808 (C. C. S. D. N. Y. 1885) ; Woodward v. Boston Lasting 
Machine Co., 60 Fed. 283 (C. C. D. Mass. 1894) ; Continental Wire 
Fence Co. v. Pendergast, supra; Frick Co. v. Lindsay, 27 F. (2d) 59 
(C. C. A. 4th, 1928) (wife as copartner). A corporation which is 
entirely owned by the assignor is bound by his estoppel. National 
Conduit Mfg. Co. v. Connecticut Pipe Mfg. Co., 73 Fed. 491 (C. C. 
Conn. 1896); Force v. Sawyer-Boss Mfg. Co., 111 Fed. 902 
(C. C. E. D. N. Y. 1901). The estoppel applies to a corporation or- 
ganized and controlled by the assignor, Marvel Co. v. Pearl, 114 Fed. 
946 (S. D. N. Y. 1902); Mellor v. Carroll, 141 Fed. 992 (C. C. 
Mass. 1905); Siemens-Halske Electric Co. v. Duncan Electric Mfg. 
Co., 142 Fed. 157 (C. C. A. 7th, 1905); Johns-Pratt Co. v. Sachs 
Co., 175 Fed. 70 (C. C. A. 2d, 1909); Roessing-Ernst Co. v. Coal 
and Coke By-Products Co., 208 Fed. 990 (C. C. A. 3d, 1913); or 
which was organized by the assignor and others for the purpose of 
manufacturing the infringing device, Carper Automatic Bottling 
Mach. Co. v. Crown Cork and Seal Co., 243 Fed. 200 (C. C. A. 4th, 
1917) ; Climax Lock and Ventilator Co. v. Ajax Hardware Mfg. Co., 
192 Fed. 126 (C. C. W. D. N. Y. 1911); Mellor v. Carroll, supra; 
Martin Gauge Co. v. Pollock, 251 Fed. 295 (N. D. Ill. 1918); Buck- 
ingham Products Co. v. McAleer Mfg. Co., supra; but a corpora- 
tion is not subject to the estoppel merely because the assignor is an 
officer and minority stockholder, Corbin Cabinet Lock Co. v. Yale & 


Towne Mfg. Co., 58 Fed. 563 (C. C. Conn. 1893); American 
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Coat Pad Co. v. Phoenix Pad Co., 113 Fed. 629 (C. C. A. 4th, 1902) ; 
Macey Co. v. Globe-Wernicke Co., 180 Fed. 401 (C. C. A. 7th, 
1910) ; see Remington-Rand v. Mastercraft Corporation, 67 F. (2d) 
218, 223 (C. C. A. 6th, 1933). The same result has been reached 
where the assignor was an officer and half owner of the defendant 


corporation. American Machinery Co. v. Everedy Machine Co., 
supra. 


It has been stated that mere cooperation between assignor and 
defendant in the commission of the infringing acts may not justify the 
estoppel. Mellor v. Carroll, supra at 993. This view may be sup- 
ported on the ground that privity is not created by joint wrongdoing. 
Bigelow v. Old Dominion Copper Mining and Smelting Co., 225 U. S. 
111, 32 Sup. Ct. 641, 56 L. ed. 1009 (1912); see National Cash 
Register Co. v. Remington Arms Co., 283 Fed. 196, 202 (Del. 1922). 
Mere employment of the assignor by the defendant does not consti- 
tute a ground for estoppel. Babcock & Wilcox Co. v. Toledo Boiler 
Works Co., 170 Fed. 81 (C. C. A. 6th, 1909) ; National Cash Reg- 
ister Co. v. Remington Arms Co., 286 Fed. 367 (C. C. A. 3d, 1923) ; 
Boston Lasting Machine Co. v. Woodward, 82 Fed. 97 (C. C. A. Ist, 
1897) ; see Continental Wire Fence Co. v. Pendergast, supra at 384; 
Trussed Concrete Steel Co. v. Corrugated Bar Co., 214 Fed. 393, 395 
(W. D. N. Y. 1913). But where the assignor was employed for a 
specific purpose in relation to the manufacture or sale of the infring- 
ing product, the employer has been held subject to estoppel. North- 
ern Insulating Co. v. Union Fiber Co., 199 Fed. 793 (Minn. 1912) 
(assignor supervised production of infringing substance) ; Mergen- 
thaler Linotype Co. v. International Typesetting Mach. Co., 229 Fed. 
168 (S. D. N. Y. 1914) (assignor hired to design competing device) ; 
see Leader Plow Company v. Bridgewater Plow Company, supra at 
378 (assignor was manager of defendant corporation). The contrary 
view has been expressed in other jurisdictions. National Cash Reg- 
ister Co. v. Remington Arms Co., supra (assignor designed and aided 
in manufacture of infringing machine); see Trussed Concrete Steel 
Co. v. Corrugated Bar Co., supra at 395. 

The principal case appears clearly distinguishable upon its facts 
from Continental Wire Fence Co. v. Pendergast, supra, and Leader 
Plow Company v. Bridgewater Plow Company, supra, which were 
cited by the court as the ground for its holding of estoppel. In the 
Continental case, the assignor was partner in the defendant firm and 
was joined as party defendant. A similar situation prevailed in the 
Leader case, where the assignor was general manager of the defend- 
ant firm. It further appears, generally, that in all the foregoing de- 
cisions in which estoppel was declared, the assignor was a party to 
the action. The fact that the assignor was not before the court has 
been deemed a sufficient reason for refusing to bind an alleged in- 
fringer by the estoppel of the assignor, despite a finding of privity 
between them. National Cash Register Co. v. Remington Arms Co., 
supra. The principal case, however, establishes a precedent for the 
proposition that a license agreement concerning a device developed by 
the assignor subsequent to the assignment of the patent in suit may 
create such privity of relationship between the parties thereto that the 
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licensee becomes affected by the disability of the assignor to chal- 
lenge the validity of his patent. a &. P. 


PATENTS — GERMAN PATENT STATUTE INTERPRETED — PUBLICA- 
TION BY INVENTOR AS A BaR TO PATENT FILED UNDER INTERNA- 
TIONAL CONVENTION.—An American inventor published his inven- 
tion in a magazine and filed a patent application in the United States 
about a month later. A corresponding German application was filed 
within one year from the filing date of the United States application 
under the provisions of the Convention for Protection of Industrial 
Property, but more than six months after said publication. The Ger- 
man Patent Law of May 5, 1936, § 2, second sentence provides that 
a publication or public use by the inventor is not a bar to the German 
patent if the application is filed within six months from the date of 
such publication or public use. Held, that the six months period has 
reference to the actual filing date in Germany and that the publica- 
tion was a bar to a German patent. Decision of the “Grosse Senat” 
of August 1, 1940. Blatt fiir Patent—, Muster— und Zeichenwesen, 
Sept. 26, 1940, pp. 138-140. 


The “Grosse Senat” (Advisory Law Board) of the German Patent 
Office is composed of the President of the Patent Office and six 
members ($19 (1) of the German Patent Law). Its decision is 
necessary whenever a board of appeals feels that it should not follow 
a previous decision of another board of appeals on a fundamental 
question (§19 (2) ). The decisions of the “Grosse Senat” are of 
the greatest authority and can be overruled only by another decision 
of the “Grosse Senat” but are otherwise binding on the board of ap- 
peals. So far comparatively very few cases have been brought before 
the “Grosse Senat.” In the instant case, a board of appeals of the 
German Patent Office was inclined to hold that a publication by the 
inventor not more than six months prior to his foreign filing date 
would not bar the German patent as the full benefit of the foreign 
filing date should be given to a corresponding German application 
filed under the provisions of the International Convention for Pro- 
tection of Industrial Property. The board, however, could not make 
such a ruling in view of a previous decision of Sept. 9, 1938, Mit- 
teilungen der deutschen Patentanwiilte, 1938, p. 320. There another 
board of appeals had held that a publication by the inventor more 
than six months prior to his German application was a bar and that 
the Convention date was not applicable. Accordingly the following 
question was submitted to the “Grosse Senat”: “Must the day of the 
application in Germany be considered under all circumstances as the 
controlling day for the provisions of § 2, second sentence of the patent 
statute in case a priority under the Convention is claimed or may the 
convention date also be considered under certain circumstances as 
the controlling date, namely if reciprocity exists?’ The German 
patent statute does not contain any express answer to this question. 
It is submitted that in case of an application filed under the provisions 
of the International Conventions the foreign filing date could very 
well have been considered as the effective date for determining nov- 
elty as defined by § 2 of the German patent statute without applying 
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a different meaning to the word application in the two sentences of 
that paragraph. The “Grosse Senat’” held that the beneficial pro- 
vision of the second sentence of § 2 has only reference to the actual 
German filing date and based this holding mainly on legislative in- 
tent. It pointed out that according to the “Actes de la Conférence 
réunie a Londres” an international extension of the one year pro- 
vision of Article 4 of the Convention was not favored and followed 
therefrom that the German law did not intend to make more favor- 
able provisions. The “Grosse Senat” also stated that the motivation 
of the German Patent Law leaves no doubt that the provision of the 
second sentence of § 2 was primarily for the benefit of German in- 
ventors who usually file first in Germany. Article 2 of the Conven- 
tion signed at London June 2, 1934, 50 La Propriété Industrielle 
(1934) p. 89, provides “Nationals of each of the countries of the 
Union shall in all other countries of the Union, as regards the pro- 
tection of industrial property, enjoy the advantages that their respec- 
tive laws now grant or may hereafter grant, to their own nationals” 
(translation). The interpretation given to the second sentence of 
§ 2 of the German Patent Law by the “Grosse Senat” does not vio- 
late this article as it distinguishes only between the German filing 
date and the foreign filing date, but does not discriminate between 
German nationals and foreign applicants. 


The above decision and the express provisions of the German Pat- 
ent law lead to the following result. The American inventor, in order 
to obtain a valid German patent, may either file his domestic appli- 
cation before any printed publication of his invention and subsequently 
file in Germany within one year under the provisions of the Interna- 
tional Convention or, if he publishes his invention before applying 
for a United States patent, he must file the German application within 
six months from the date of the publication. If the German appli- 
cation is filed outside the Convention, i.e. more than twelve months 
after the filing of the corresponding domestic application, the issuance 
of the domestic patent or any other printed publication based on the 
applicant’s invention is a bar to the German patent, unless it is filed 
within six months from the date of such patent or printed publication. 

By the express provisions of R. S. 4887, as amended Aug. 5, 1939, 
and Patent Office Rule 29 the situation under the American Patent 
Law is similar, except that a publication by the inventor which takes 
place less than twelve months before the United States application 
does not bar his rights to a patent. If the foreign inventor publishes 
his invention before applying for a patent abroad, he has to file his 
invention in this country within a year from his publication. If he 
wishes to avail himself of the full period of twelve months allowed by 
the International Conventions, a publication prior to his foreign ap- 
plication would constitute a bar to the United States patent. If the 
foreign inventor files his application outside the International Con- 
vention, his own publication, if less than a year prior to the filing of 
his United States application, is not a bar to a United States patent. 
Ex parte Powell & Davies, 1938 C. D. 15, 489 O. G. 231. But such 
publication will be a bar under the proposed bills H. R. 8442 and 
substitute H. R. 9616 (76th Congress). Any effort to exclude a pub- 
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lication by the inventor within a certain time generally from the prior 
art and to allow tacking of such period and the one year period under 
the Convention might be, as was pointed out by the “Grosse Senat,” 
proper subject for future international agreements. L. M. 


PATENTS—REs JUDICATA—OPEN AND AvowED RULE—MANv- 
FACTURER ESTOPPED BY PARTICIPATION IN DEFENSE OF PRIOR SUIT 
AGAINST VENDEE.—In a prior suit, plaintiff sued a retail dealer for 
infringement of plaintiff's patents by the sale of two tractors manu- 
factured by the present defendant. The defendant manufacturer had 
assumed and conducted the defense of the prior suit in the name of 
the nominal defendant ; this participation in the defense was not done 
openly but nevertheless was known to plaintiff. Plaintiff’s patents 
were held valid and infringed in this prior suit and the decree was 
affirmed on appeal. Plaintiff now sues defendant manufacturer for 
infringement of the same patents, allegedly by similar machines as 
were the subject of the prior suit. Defendant’s answer contests, inter 
alia, validity of the patents and further denies infringement. Plaintiff 
moves to strike these portions of the defense as res judicata on the 
basis of the prior decree. Defendant contends that its defense of the 
prior suit was not open and avowed, hence the decree therein cannot 
affect it as a bar. Held, that the issues of validity and infringement 
are res judicata between the parties. Policy must prevail over mu- 
tuality of estoppel and the “open and avowed” rule does not apply. 
Caterpillar Tractor Co. v. International Harvester Co., 32 F. Supp. 
304 (N. J. 1940). 

The “open and avowed” rule is stated by the United States Su- 
preme Court as follows: “One who prosecutes or defends a suit in 
the name of another to establish and protect his own right, or who 
assists in the prosecution or defense of an action in aid of some in- 
terest of his own, and who does this openly, to the knowledge of the 
opposing party, is as much bound by the judgment, and as fully en- 
titled to avail himself of it, as an estoppel against an adversary party, 
as he would be if he had been a party to the record.” Souffront v. 
La Compagnie Des Sucreries, 217 U. S. 475, 30 Sup. Ct. 608, 54 
L. ed. 846 (1910). The rule is readily found in the texts. 1 FREE- 
MAN, LAw oF JUDGMENTS (1925) §§ 432, 433; BicELow, EstorrEeL 
(Carter’s ed. 1913) 129; Herman, EstoppPet (1886) 157. There is 
little doubt of the applicability of the “open and avowed” rule to 
the participation by a manufacturer in the defense of a patent in- 
fringement suit brought against his vendee, since principles of res 
judicz ata are fully +g to patent infringe ment suits. Hart Steel 
Co. v. Railroad Supply Co., 244 U. S. 294, 37 Sup. Ct. 506, 61 L. ed. 
1148 (1916); Kessler v. Eldred, 206 U. S. 285, 27 Sup. Ct. 611, 
51 L. ed. 1065 (1907). In the Circuit Courts of Appeal, the “open 
and avowed” rule has been expressly followed in patent infringe- 
ment suits to determine whether a third party, generally a manufac- 
turer, vendor, or association of users of an allegedly infringing prod- 
uct, who participated in the defense of a prior infringement suit, 
is thereby estopped to later contest the same issues with the adverse 
party, if ‘the prior decree was unfavorable; or if favorable, whether 
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such third party may involve estoppel against the adverse party. 
Lane v. Welds, 99 Fed. 286 (C. C. A. 6th, 1899) ; Cramer v. Singer 
Mfg. Co., 93 Fed. 636, decision on the merits, 109 Fed. 652 (C. C. A. 
Oth, 1901); Pennfield v. C. & A. Potts & Co., 126 Fed. 474 
(C. C. A. 6th, 1903); Jefferson Electric Light Heat & Power Co. 
v. Westinghouse Electric & Mfg. Co., 139 Fed. 385 (C. C. A. 3d, 
1905); Gilchrist Co. v. Erie Specialty Co., 231 Fed. 659 (C. C. A. 
3d, 1916); Elliott Co. v. Roto Co., 242 Fed. 941 (C. C. A. 2d, 
1917); Doherty Research Co. v. Universal Oil Products Co., 107 
F. (2d) 548 (C. C. A. 7th, 1939); Gellman v. L. Karp & Sons, 
109 F. (2d) 391 (C. C. A. 7th, 1940); see Steinfur Patents Corp. 
v. Meyerson, Inc., 56 F. (2d) 372 (E. D. N. Y. 1932). In each of 
these cases where res judicata was held to apply, there was convinc- 
ing evidence that the third party’s participation in the prior suit 
amounted to at least joint control of the defense. Such extent of 
participation of the third party in the prior suit appears to be an 
underlying requirement for the application of res judicata under 
the “open and avowed” rule. 1 FREEMAN, LAW oF JUDGMENTS 
(1925) §§ 433. Thus mere contribution to the expenses of defending 
an infringement suit does not make the contributor a privy to the 
decree. Rumford Chemical Works v. Hygienic Chemical Co., 215 
U. S. 156, 30 Sup. Ct. 45, 54 L. ed. 137 (1909); Lane v. Welds, 
supra; Hanks Dental Association v. International Tooth Crown Co., 
122 Fed. 74 (C. C. A. 2d, 1903); Hy-Lo Unit and Metal Products 
Co. v. Remote Control Mfg. Co., 83 F. (2d) 345 (C. C. A. 9th, 1936). 
Nor is contribution to the expenses of a defense plus active participa- 
tion therein sufficient to bind the third party by the decree in ab- 
sence of proof that such third party had control of the defense. 
Lathrop v. Rice & Adams Corp., 21 F. (2d) 124 (W. D. N. Y. 
1927), app’d on other grounds, 278 U. S. 509, 49 Sup. Ct. 220, 73 
L. ed. 1480 (1929); National Nut Co. v. Sontag Chain Stores Co., 
107 F. (2d) 318 (C. C. A. 9th, 1939), app’d on other grounds, 310 
U. S. 281, 60 Sup. Ct. 961, 84 L. ed. 1204 (1940). Res judicata 
will not apply, other conditions being met, if the third party was 
denied the right to appeal from an adverse decision in the prior suit, 
especially where a settlement is made by the nominal defendant. 
Stromberg Motor Devices Co. v. Zenith Carburetor Co., 220 Fed. 
154 (N. D. Ill. 1915), app’d on other grounds, 254 Fed. 68 
(C. C. A. 7th, 1918), cert. den., 238 U. S. 637, 35 Sup. Ct. 940, 
59 L. ed. 1500 (1919); Universal Oil Products Co. v. Globe Re- 
fining Co., 31 F. Supp. 665 (N. D. Ill. 1939). In several cases there 
has been adequate proof of the control of the defense of the prior 
suit by the third party manufacturer so as to satisfy the underly- 
ing requirement of the “open and avowed” rule, but the court has 
thereupon held that res judicata applies without any discussion of 
whether the control thus exercised was open and avowed or known 
to the adverse party. National Folding Box & Paper Co. v. Dayton 
Paper Novelty Co., 95 Fed. 991 (C. C. S. D. Ohio 1899) ; D’Arcy v. 
Staples & Hanford Co., 161 Fed. 733 (C. C. A. 6th, 1908) ; Sacks v. 
Kupferle, 127 Fed. 569 (C. C. E. D. Mo. 1904); Joseph Sachs & 
Colt’s Patent Firearms Mfg. Co. v. Wardsworth Electric Mfg. Co., 
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14 U. S. P. Q. 337 (E. D. Ky. 1932), (1932) 1 Geo. Wasu. L. Rev. 
415. But in other cases the facts surrounding such control of the 
defense of the prior suit by the third party are so clearly indicative of 
open and avowed participation that the holding by these courts that 
res judicata applies, though not mentioning the “open and avowed” 
rule nevertheless lends tacit support to the rule. United States & 
Foreign Salamander Felting Co. v. Asbestos Felting Co., 4 Fed. 816 
(C. C. S. D. N. Y. 1880); David Bradley Mfg. Co. v. Eagle Mfg. 
Co., 57 Fed. 980 (C. C. A. 6th, 1893); Bryant Electric Co v. Mar- 
shall, 169 Fed. 426 (C. C. D. Mass. 1909) ; Carson Inv. Co. v. Ana- 
conda Copper Co., 26 F. (2d) 651 (C. C. A. 9th, 1928) ; Warford 
Corp. v. Bryan Screw Machine Products Co., 44 F. (2d) 713 
(C. C. A. 6th, 1930); Reo Motor Car Co. v. Gear Grinding Ma- 
chinery Co., 42 F. (2d) 965 (C. C. A. 6th, 1930). 

Examination of the statement of the “open and avowed” rule by 
the authorities cited reveals an implication that if, as in the present 
case, the third party’s participation in the defense of a prior suit 
was not open and avowed but was nevertheless known to the adverse 
party, res judicata would apply. It was so held in Elliott Co. v. 
Roto Co., 242 Fed. 941 (C. C. A. 2d, 1917). That court stated: 

“Tt is quite true that an estoppel to be effective must be mutual. 
The principle has been expressed in various cases by saying that a 
defense conducted by a third party ‘must be open and avowed’ or 
‘must be known to the opposite party.’ Either category in our opin- 
ion is sufficient... . Where the defense is not open and avowed, the 
estoppel becomes a matter of proof. If the plaintiff relies on it, he 
must show that the defendant actually did conduct the defense in the 
prior suit. If the defendant relies on it, he must show not only that 
he did conduct the defense but that the plaintiff knew he did.” This 
doctrine has been strengthened by corresponding results reached on 
similar facts by the Circuit Court of Appeals for the Seventh Circuit. 


Doherty Research Co. v. Universal Oil Products Co., supra; Gellman 
v. L. Karp & Sons, supra. 


In a recent case, in contrast to the many patent cases cited above 
which have expressly, or by necessary implication, followed the “open 
and avowed” rule, one court refused to apply the rule. Universal Oil 
Products Co. v. Winkler-Koch Engineering Co., 27 F. Supp. 161 
(N. D. Ill. 1939). That court found that defendant’s participation 
in the defense of a prior infringement suit had neither been open 
and avowed nor known to the adverse party at the time, yet the 
present defendant had controlled the defense jointly with the nominal 
defendant. The court held that res judicata applied and defendant 
was estopped to contest issues decided in the prior suit. The court 
consciously refused to apply the “open and avowed” rule, which 
would have necessarily yielded an opposite result, and realized that 
in so doing, the fundamental doctrine of mutuality of estoppel had 
been violated. Cf., Bigelow v. Old Dominion Copper Co., 225 U. S. 
111, 32 Sup. Ct. 641, 56 L. ed. 1009, Ann. Cas. 1913 E 875 (1913). 
The court in the Universal case justified its position by arguments 
based on the strong policy, the basis of res judicata, in favor of the 
end of litigation. In a note on the case, (1939) 39 Cor. L. Rev. 
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1051, the writer lends support to the decision by pointing out that 
where stronger policy conflicted, the doctrine of mutuality of estop- 
pel has yielded, as in the fields of specific performance and considera- 
tion. 

In reliance on the doctrine of the Universal case, the present court 
also expressly disavowed the “open and avowed” rule notwithstand- 
ing the impairment of mutuality of estoppel which might there 
result. The court did briefly point out, however, that its decision 
could also rest on the doctrine of the Elliott Co. case, supra. Even 
though this decision was based on the pleadings, the court had be- 
fore it satisfactory proof, first, that the defendant manufacturer had 
controlled the defense of the prior suit, as defendant had admitted, 
and secondly, that plaintiff knew of defendant’s participation at the 
time, as unmistakably shown in the record of the prior suit by plain- 
tiff’s request for a finding that present defendant was participating in 
the defense. With proof of such facts available in the record, the doc- 
trine of the Elliott Co. case would permit either plaintiff or defendant 
to set up the prior decree as res judicata, depending upon the outcome 
of that suit, and mutuality of estoppel would not be impaired. It 
would appear much sounder and more consistent with the facts if the 
court had reached the desirable result solely upon the supported au- 
thority of the Elliott Co. case rather than following and advocating 
the novel doctrine of the Universal case. W. A. S. 


PATENTS—SEcRET Use.—The defense to an infringement suit was 
prior use by another inventor, a stranger to the case, who had used 
his machine in secret, only four girl operators, his wife and two pros- 
pective buyers of its product having seen the machine in operation. 
Held, that the practice of the invention as a trade secret was not a 
public use and hence need not be considered; “just as a secret use is 
not a ‘public use,’ so a secret inventor is not a ‘first inventor.’” Gill- 
man v. Stern, 114 F. (2d) 28 (C. C. A. 2d, 1940), rev’g Gillman v. 
Bialor, 44 U.S. P. Q. 496, cert. den. Jan. 6, 1941, #593, 9 U. S. Law 
Week 1378. 


A long line of cases in the second circuit support the rule that a 
secret use is not a sufficient prior use. Packard v. Gilbert, Fed. Cas. 
No. 10,651 (C. C. S. D. N. Y. 1846); Bullock v. Jones, Fed. Cas. 
No. 2,132 (C. C. S. D. N. Y. 1878) ; Stephens v. Felt, Fed. Cas. No. 
13,368a (C. C. S. D. N. Y. 1884); Welsbach Light Co. v. Cohn, 
181 Fed. 122 (C. C. S. D. N. Y. 1910); Grasselli Chemical Co. v. 
National Analine & Chemical Co., 26 F. (2d) 305 (C. C. A. 2d, 
1928) ; Steinfur Patents Corporation v. J. Meyerson, Inc., 56 F. (2d) 
372 (E. D. N. Y. 1931), mod’f'd, Steinfur Patents Corporation v. 
William Beyer, Inc., 62 F. (2d) 238 (C. C. A. 2d, 1932) (on other 
grounds); see Acme Flexible Clasp Co. v. Cary Mfg. Co., 96 Fed. 
344, 347 (C. C. S. D. N. Y. 1899), rehearing den., 99 Fed. 500 
(1899), aff'd 101 Fed. 269 (C. C. A. 2d, 1900) ; cf. Standard Auto- 
matic Machine Co. v. Karl Kiefer Machine Co., 18 F. (2d) 326 
(S. D. N. Y. 1925), aff'd 18 F. (2d) 331 (C. C. A. 2d, 1927). 
Contra: United Chromium, Inc. v. General Motors Corp., 85 F. (2d) 
577 (C. C. A. 2d, 1936) semble, rev’g 11 F. Supp. 694 (Conn. 1935), 
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rehearing den., 86 F. (2d) 1015 (1936), cert. den., 300 U. S. 674, 
57 Sup. Ct. 613, 81 L. ed. 879 (1937). Outside of the second cir- 
cuit the rule seems generally to be otherwise. Reed v. Cutter, Fed. 
Cas. No. 11,645 (C. C. Mass. 1841) ; Buser v. Novelty Tufting Ma- 
chine Co., 151 Fed. 478 (C. C. A. 6th, 1907), cert. den., Novelty 
Tufting Machine Co. v. Champion Bed Lounge Co., 210 U. S. 432, 
210 Sup. Ct. 761, 52 L. ed. 1135 (1908); Nash v. Reeder v. Ryan, 
1920 Com’r Pat. Dec. 72 semble; Tumbler v. Baltimore Paint & 
Color Works, Inc., 12 F. Supp. 966 (Md. 1935); see Dennis v. 
Pitner, 106 F. (2d) 142, 150, (C. C. A. 7th, 1939), cert. den. 308 
U. S. 606, 60 Sup. Ct. 143, 84 L. ed. 507 (1939); cf., E. W. Bliss 
Co. v. Southern Can, 251 Fed. 903 (Md. 1920), aff'd 265 Fed. 1018 
(C. C. A. 4th, 1920). Contra: Davis & Roesch Temperature Con- 
trolling Co. v. National Steam Specialty Co., 164 Fed. 191 (C. C. 
N. D. Ill. 1908); see Zinsser v. Kremer, 39 Fed. 111, 114 (C. C. 
N. J. 1889); Diamond Patent Co. v. S. E. Carr. Co., 217 Fed. 
400, 404, (C. C. A. 9th, 1914); Jollife v. Waldo v. Vermeer & 
Schorik, 1917 Com’r Pat. Dec. 15, 20. Two leading text writers are 
divided upon the question; see Robinson, 1 LAw or Patents (1890) 
$$ 317, 326, (secret use is no bar) and WALKER, LAw or PATENTS 
(5th ed. 1917) §71 (even a secret use is a bar). 

It seems well settled that if, while the first inventor is practising his 
invention as a trade secret, a later inventor makes his invention public 
by patenting or otherwise, the first inventor may not receive a valid 
patent. Kendall v. Winsor, 21 How. 322, 16 L. ed. 165 (U. S. 1858) ; 
Macbeth-Evans Glass Co. v. General Electric, 246 Fed. 695 (C. C. A. 
6th, 1917), cert. den., 246 U. S. 659, 38 Sup. Ct. 316, 62 L. ed. 926 
(1918) ; see Bates v. Coe, 98 U. S. 31, 46, 25 L. ed. 68, 73 (1878). 
Although there is no Supreme Court authority for the rule, it is also 
well established that if an interference is declared between two in- 
ventors and there is proof of concealment by the first inventor until 
he learned the other inventor had entered the field the award of 
priority will go to the second inventor. The first inventor is estopped 
from setting up his prior invention. Mason v. Hepburn, 13 App. 
D. C. 86 (1898) ; Dieckman v. Brune, 37 App. D. C. 399 (1911); 
Miller v. Hayman, 46 F. (2d) 188 (C. C. P. A. 1931); cf., Brydle 
v. Honigbaum, 54 F. (2d) 937 (C. C. P. A. 1931) ; Garand v. Peder- 
sen, 76 F. (2d) 407 (C. C. P. A. 1935); Stresau v. Ipsen, 77 F. 
(2d) 937 (C. C. P. A. 1935). But this does not mean that the sec- 
ond inventor is necessarily entitled to a patent. Miller v. Hayman, 
supra. And if a patent does issue to the second inventor after such 
an interference, the first inventor may still set up his prior invention 
as a defense to an infringement suit based on the patent. Westing- 
house Electric & Mfg. Co. v. Wadsworth Electric Mfg. Co., 51 F. 
(2d) 447 (C. C. A. 6th, 1931), cert. den. 284 U. S. 650, 52 Sup. Ct. 
30, 76 L. ed. 55a (1931). 

Three important decisions of the Supreme Court are in point: 
Gayler v. Wilder, 10 How. 477, 13 L. ed. 504 (U. S. 1850) ; 
Coffin v. Ogden, 18 Wall. 120, 21 L. ed. 821 (U. S. 1874) ; Corona 
v. Dovan, 276 U. S. 358, 48 Sup. Ct. 380, 72 L. ed. 610 (1928). 
The first of these cases held that if, and only if, the first inventor and 
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those few who had known of his invention had completely for- 
gotten about it so that it was recalled to their minds only by the 
later inventor, the first invention was a lost art and was no bar to 
the later inventor’s patent. The second case, Coffin v. Ogden, cast 
doubt upon even this exception to the rule that only the first inventor 
may have a patent. In both Coffin v. Ogden and Corona v. Dovan 
uses of a very restricted nature were held to be good anticipations, 
although in neither case did the first inventor attempt to practise his 
invention as a trade secret. Returning to the principal case, half of 
the authorities relied upon are cases involving the defense of public 
use rather than prior use or invention. Hall v. Macneale, 107 U. S. 
90, 97, 23 Sup. Ct. 73, 227 L. ed. 367 (1882); A. Schrader’s Sons 
v. Wein, 9 F. (2d) 306 (C. C. A. 2d, 1928) ; Peerless Roll Leaf Co. 
v. H. Griffin & Sons Co., 29 F. (2d) 646 (C. C. A. 2d, 1928) ; Elec- 
tric Battery Co. v. Shimadzu, 307 U. S. 520, 59 Sup. Ct. 675, 684, 83 
L. ed. 1071 (1939). The principal case and most other cases follow- 
ing the same rule make no distinction between the two defenses. It 
is believed that the decisions of the Supreme Court, though equivocal, 
did not support the rule of the second circuit and in view of the con- 
flict with the decisions of other circuits, it is thought that certiorari 
might well have been granted in the principal case. 


TAXATION—ASSESSMENT—WHEN ASSESSMENT Is EFFECTIVE FOR 
PurPOosE OF INTEREST CHARGES.—Under a statute requiring self- 
assessment and report of capital stock for tax purposes on a given 
date the corporation returned its taxable capital stock as $500,000. 
Under the procedure established by the same act the Auditor Gen- 
eral made a revaluation and approved a settlement increasing the as- 
sessable amount one half. The tax on the $500,000 had been paid 
when due and the tax on the deficiency of $250,000 was paid thirteen 
months after the Auditor General’s finding. Interest was assessed on 
the deficiency for the period from the date the tax was due and the 
initial payment made, to the date when the deficiency was paid. The 
corporation objects to this assessment of interest as unconstitutional. 
Held, that the corporation must pay interest upon the Auditor Gen- 
eral’s additional assessment of the capital stock tax from the time the 
corporation made its initial report. Commonwealth v. Southern Penn- 
sylvania Bus Co., 339 Pa. 521, 15 A. (2d) 375 (1940). 

An assessment strictly speaking, is an official estimate of the sums 
which are to constitute the basis of an apportionment of a tax between 
the individual subjects of taxation within the district. People v. 
Weaver, 100 U. S. 539, 535, 25 L. ed. 705 (1879) ; Wells v. Smyth, 
55 Pa. 159 (1867); CooLry, Taxation (4th ed. 1924) § 1044, p. 
2114; (1918) 26 R. C. L. § 297, p. 349. As the word is commonly 
used, an assessment consists in the two processes of listing the prop- 
erty, persons, etc., to be taxed, and of estimating the sums which are to 
be the guide in an apportionment of the tax. State v. Cheraw & D. R. 
Co., 54 S. C. 564, 32 S. E. 691 (1899) ; City of Chicago v. Fishburn, 
189 Ill. 367, 59 N. E. 791 (1901); Weber v. Reinard, 73 Pa. 370 
(1873). The word assessment includes valuation but valuation alone 
is not the assessment but only its most important element. Adams v. 
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Lamb-Fish Lumber Co., 95 Miss. 251, 48 So. 6 (1913). Assessments 
are made periodically, and the customary regulation is that the assess- 
ment shall be made or completed on a certain day. McAdam v. 
Honey, 20 R. I. 351, 39 Atl. 189 (1898) ; State v. Assessors of Taxes 
of City of Rahway, 51 N. J. L. 279, 17 Atl. 122 (1889); San Luts 
Chipso v. Pettet, 87 Cal. 499, 25 Pac. 694 (1891) ; Mansur v. County 
Con’rs, 83 Me. 514, 22 Atl. 358 (1891); People ex rel. Haneman 
v. Commissioners of Taxes & Assessments City of New York, 104 
U. S. 466, 26 L. ed. 632 (1881). Assessment as it is used in the 
Pennsylvania taxing statutes means a certain sum of money, fixed 
under a given rate in property valuation, due and payable as taxes. 
In Broad & Sansom R. Co. v. Fidelity Building Corp., 292 Pa. 287, 
141 Atl. 34 (1928), the court states that “Taxes cannot become due 
until they have been assessed; it is the assessment that makes the 
taxes and fixes the time when they become due and payable.” In 
Heft v. Gephart, 65 Pa. 510, 519 (1870) the court states “The land 
was made debtor by being returned assessed and valued and the rate 
per cent fixed”; this case and Laird v. Heister, 24 Pa. 452 (1855) 
and McDermott v. Hoffman, 70 Pa. 31 (1871) refer to unseated land 
but the principle is applicable here. As to seated land the Act of May 
21, 1913, Publ. Laws 285, fixes the date of assessment as the date 
when taxes are payable: Ellis v. Houseknecht, 57 Pa. Sup. Ct. 55 
(1914). As pointed out in Broad & Sansom R. Co. v. Fidelity Build- 
ing Corp., supra at 292 in Philadelphia, taxes are generally assessed 
and become due the first of each year, although the accounts are not 
made up until sometime later, and no penalty is imposed until after 
June 30. 

The instant case turns on the construction of two Pennsylvania tax 
statutes: The first of these is the Act of February 2, 1937, Publ. 
Laws 3, 72 P. S. $$ 202, 203, 211, 402, 702, ct seq. amending sections 
of the Fiscal Code of April 9, 1929, Publ. Laws 343; the second is 
the Act of April 8, 1937, Publ. Laws 239, 72 P. S. §§ 1871, 1892, 
1892e, 1901, 1902, amending the Capital Stock Tax Act of June 1, 
1889, Publ. Laws 420. The question is one which likewise comes up 
in other states which also collect taxes on the self-assessing basis. An 
analogous situation arises in the case of the federal income tax 52 
Stat. 476, § 51 (1938), I. R. C. 51 (1939), where the tax is collected 
on a self-assessing basis. There the individual has a particular knowl- 
edge of all the pertinent facts necessary to the computation of his own 
tax. If he underestimates the amount, he is liable not only for the 
balance of the tax but also for interest on the same 52 Stat. 541 
§ 293 (1938), I. R. C. 293 (1939). This interest began to accumu- 
late from the time the original though incomplete tax was due 52 
Stat. 541 § 292 (1938), I. R. C. 292 (1939). It is observed that a 
corporation official is in a comparable position with respect to knowl- 
edge of the facts, Commonwealth v. Lehigh Valley R. R. Co., 104 Pa. 
89 (1883) ; Commonwealth v. People’s Traction Co., 183 Pa. 405, 
39 Atl. 42 (1898) ; Commonwealth v. Hazlewood Savings & Trust 
Co., 271 Pa. 375, 114 Atl. 368 (1921). For a discussion of the val- 
uation of capital stock, see Cootry, III Taxation, (4th ed. 1924) 
§§ 867-891 and W. M. FLetcuer, 14 CycLopepIa oF THE LAw OF 
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PRIVATE CorporaTIons (1932), § 6992, p. 676 ff.; meaning of terms 
used in tax statutes, id. § 6961, p. 549 ff.; authorized capital stock 
distinguished from outstanding capital stock, id. § 6963, p. 559 ff.; 
computation of tax where stock is no par stock, supra § 6964, p. 562 
ff. A discussion of valuation of capital stock in Pennsylvania for tax 
purposes is found in (1937) 64 JourNat or AccounTANcy 51-55. 
Also see Turco Paint & Varnish Co. v. Kalodner, 320 Pa. 421, 184 
Atl. 37 (1936) where the court upheld provisions of the Corporate 
Net Income Tax Act of May 16, 1935, Publ. Laws 208, 72 P. S. 
§§ 3420-3420n, requiring corporations to assess and pay the amount 
of the tax. Pennsylvania had changed the statute: whereas formerly 
a corporation filed a return, next the tax authority made the assess- 
ment, and then the taxpayer had sixty days in which to pay, the 
amendment in force before this return here in question was filed, or- 
dered the corporation at the time of making the return to compute 
and pay the tax due . . . upon the value of its capital stock (Fiscal 
Code, § 707). 


Two situations arise: 


(a) The corporation files the return, and on basis of $500,000 
computes and pays the tax. The tax authority later objects to the 
corporation figures and taxes it on the basis of $750,000. This situa- 
tion occurred in the instant case and the corporation did not, although 
it could have done so, contest this assessment which is in the nature 
of a deficiency assessment. Since the corporation submitted to this 
action of the tax authorities, one must assume the corporation was in 
the wrong. 

(b) The corporation, similarly situated, files a correct return, com- 
putes the tax, and pays, at once the full tax. 

The main issue then is, must the appellee corporation pay interest 
for the delay? If this question were to be decided from a mere 
equitable standpoint it would seem proper to have the corporation in 
situation (a) pay interest. In re Fox’s Appeal, 112 Pa. 337, 352, 
4 Atl. 149, 153 (1886); Coorey, III Taxation (4th ed. 1924) p. 
2535. Otherwise the correct taxpayer would be penalized. More- 
over it would encourage taxpayers to undervalue their properties, 
thus withhold part of the tax, and wait until the tax official has acted 
—provided he acts at all. In discussing this case the aspect of crim- 
inal tax evasion can be ignored; [corporate officers who willfully 
make a false return risk prosecution under § 322 of the Act of 1939, 
Publ. Laws 872, 18 P. S. § 4322; those who refuse to make a report 
are subject to penalties prescribed in § 1702 et seq. of the Act of 1929, 
as amended, 72 P. S. § 1702 et seq. by § 1704 of the Act of 1937, 72 
P. S. § 1704]. The language of the Fiscal Code § 805 (c) seems to 
be clear that it is the intent of the legislature that all taxes and bonuses 
due the Commonwealth, which may be either those found to be due in 
the self-assessing return or by subsequent determination of the proper 
officers, shall be due and payable upon the dates the reports or returns 
thereof are required by law to be made. There is no retroactive effect 
here. 

The minority view says that the taxing authority has the option of 
either accepting the taxpayer’s computation or making a new assess- 
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ment. This view seems highly doubtful. If the taxing authority dis- 
covers either without or after investigation that the return is too low, 
it has no option, but it would violate its duty (which conceivably 
could even be under a penal sanction), if it failed to make a proper 
assessment. State v. Cudahy Packing Co., 103 Minn. 419, 422, 115 
N. W. 645, 1039 (1908) (statutory provisions affecting collection of 
the tax are mandatory). Cf., State ex rel. Teare v. Dungan, 265 Mo. 
353, 177 S. W. 604 (1915). In addition the minority does not ap- 
preciate that the self-assessment works a complete change of pro- 
cedure; Commonwealth v. Columbia Gas & Elec. Corp., 336 Pa. 
209, 217, 8 A. (2d) 404, 409 (1938). The merits of self-assessment 
need not be discussed as here we have no concern with the wisdom of 
the legislative policy: Commonwealth v. Girard Life Ins. Co., 305 
Pa. 558, 158 Atl. 262 (1932). The fact that it is on the continent 
much less employed shows that its merits are not appreciated every- 
where alike. 

So far as the constitutionality question is concerned, it would seem, 
in view of the long line of cases in similar situations, that there is no 
deprivation of property without due process of law where interest is 
charged from the time the state was in the first instance entitled to 
its revenue. State v. Baltimore, 105 Md. 1, 65 Atl. 369, 11 Ann. Cas. 
716 (1916) ; Gautier v. Ditmar, 204 N. Y. 20, 97 N. E. 464, Ann. 
Cas. 1913C, 960 (1912); League v. Texas, 184 U. S. 156, 22 Sup. 
Ct. 475, 46 L. ed. 478 (1904); Kentucky Jockey Club v. Lucas, 14 
F, (2d) 539 (Ky. 1926). Delinquent taxes, however, do not bear in- 
terest unless so provided by statute, Commonwealth v. Walker, 246 
Ky. 679, 55 S. W. (2d) 914 (1932); Henry v. McKay, 164 Wash. 
526, 3 P. (2d) 145 (1931). However, in Billings v. United States, 
232 U. S. 261, 284, 34 Sup. Ct. 421, 58 L. ed. 596 (1914), the Court 
distinguishes the state rule from the federal rule and holds that in the 
federal courts interest should be allowed unless forbidden by statute. 

The situation could have been more complicated: ¢.g., a case where 
a corporation could not even if it wanted to, make a proper return 
(difficulties as to estimating certain items, etc.). Now should it be 
exposed to interest payment, if later the tax authority arrives at a 
higher tax? Yes. Interest is a penalty to insure prompt payment, 
and is not a consideration for the forbearance of money, or a part of 
the tax, Colby v. City of Medford, 85 Ore. 485, 167 Pac. 487 (1917) ; 
State ex rel. First Thought Gold Mines v. Superior Court for Stevens 
Co., 93 Wash. 433, 161 Pac. 77 (1916). Etz v. Perlman, 103 N. J. 
Eq. 425, 143 Atl. 548 (1928). Concerning the rate of interest, or- 
dinarily deficiency assessments draw 6 per cent from date when taxes 
were payable. Jn re South Coast Co., 22 F. Supp. 652 (1937) ; 
Bingham’s Adnrr v. Commonwealth, 199 Ky. 402, 251 S. W. 936 
(1923); U. S. v. Stange, 45 F. (2d) 248 (Wis. 1930). The rate of 
interest, however, varies; in Schmuck v. Wheeler, 98 Wash. 535, 167 
Pac. 1126 (1917), fifteen per cent interest attaching to delinquent 
general taxes was held interest and not penalty. In Horn v. Boone 
County, 44 F. (2d) 920 (1930) a statutory ten per cent on delinquent 
personal taxes was held not penalty but allowable as interest. But 
note in U. S. v. Fuller, 42 F. (2d) 471 (Pa. 1930) twelve per 
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cent interest on deficiency tax held not allowable, where there was no 
showing that errors in returns were made fraudulently. A taxpayer 
fails to make the proper return at his own risk. oy a 


TAXATION—INCOME TAx—DeDUCTIBILITY OF FALSE TEETH AS A 
BusINEss ExPENSE.—A taxpayer, who was a motion picture actor 
and radio performer, purchased two sets of artificial upper dentures 
in order to eliminate the hiss which had developed in his speech and 
to restore to him the perfect enunciation which was so necessary in 
his profession. The petitioner had previously purchased a set of teeth 
which were perfectly satisfactory for his nonprofessional use. At 
trial he did not prove that the new teeth were to be used for business 
purposes only. Held, that the amount paid for the teeth was not an 
“ordinary and necessary expense incurred in carrying on a trade or 
business” but was a personal expense and no part thereof deductible 
in computing taxpayer’s net income for taxation purposes. Spark- 
man v. Commissioner of Internal Revenue, 112 F. (2d) 774 (C.C. A. 
9th, 1940). 

The Revenue Act of 1934, 48 Stat. 688, 691 (1934), 26 U. S. C. 
§§ 23 (a), 24 (a) (1) (1934) provides: sec. 23. “Deductions from 
gross income. In computing net income there shall be allowed as 
deductions: (a) Expenses . . . All the ordinary and necessary ex- 
penses paid or incurred during the taxable year in carrying on any 
trade or business .. . sec. 24. Items not deductible. (a) General 
rule. In computing net income no deduction shall in any case be 
allowed in respect of (1) Personal, living, or family expenses . . .” 
The Board of Tax Appeals and the Circuit Court both found that 
the deduction claimed here was a personal expense remarking, “It 
would be difficult to imagine anything more personal than a set of 
false teeth.” The second basis for their decision was the absence of 
any evidence warranting a finding that the teeth purchased by the 
taxpayer were used or intended to be used for business purposes 
only. Failing to do this the presumption was that they were used at 
all times and for all purposes. Sparkman v. Commissioner, supra 


at 777. 


Deductions in calculating income taxes are ordinarily not matters 
of constitutional right, and whether and to what extent they shall be 
allowed depends upon congressional grace and in the absence of a 
provision therefor the deduction is not allowable. White v. United 
States, 305 U. S. 281, 59 Sup. Ct. 179, 83 L. ed. 172 (1938); New 
Colonial Ice Co. v. Helvering, 292 U. S. 435, 440, 54 Sup. Ct. 788, 
790, 78 L. ed. 1348 (1933) ; Deputy v. du Pont, 308 U. S. 488, 493, 
60 Sup. Ct. 363, 84 L. ed. 421 (1929). But statutes permitting de- 
ductions from income of ordinary and necessary expenses should be 
broadly construed to facilitate business generally and practically any 
reasonable expenditure which has benefited business is deductible 
from income as an “ordinary and necessary” expense. A. Harris & 
Co. v. Lucas, 48 F. (2d) 187 (C. C. A. 5th, 1931); Arizona State 
Tax Commission v. Phelps Dodge Corp., 53 Ariz. 252, 88 P. (2d) 
79 (1939). But see Welch v. Helvering, 290 U. S. 111, 54 Sup. Ct. 
8, 78 L. ed. 212 (1933) ; Deputy v. du Pont, supra, and cases cited 
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therein. The Board of Tax Appeals has interpreted Welch v. Hel- 
vering as overruling A. Harris & Co. v. Lucas, Western we 
Dairy Co. v. Commissioner of Internal Revenue, 32 B. T. 769 
(1935) ; Goedel v. Commissioner of Internal Revenue, 39 2 T. A. 
1 (1939). The Supreme Court has refused to lay down a standard 
for determining what expenses are “ordinary and necessary” ones. 
Welch v. Helvering, supra. The circumstance that an expenditure 
is seldom made or rarely incurred is not the test as to whether it is 
an “ordinary” expense but the real test is whether the obligation was 
incurred by the taxpayer in good faith and in furtherance of his busi- 
ness. Arizona State Tax Commission v. Phelps Dodge Corp., supra. 
“Ordinary” expenses are not necessarily habitual or normal ones in 
the sense that the same taxpayer will have to make them often, for 
an expense may be an “ordinary and necessary’ one although it is 
likely to happen only once in the taxpayer’s lifetime. Welch v. Hel- 
vering, supra; Deputy v. du Pont, supra. In the taxpayer’s profes- 
sion, however, false teeth are quite commonly used for the sake of 
appearance before the camera. “necessary” means appropriate and 
helpful. Blackmer v. Commissioner of Internal Revenue, 70 F. (2d) 
225 (C. C. A. 2d, 1934) Goedel v. Commissioner of Internal Rev- 
enue, supra. An isolated or an occasional business transaction is not 
within the “ordinary and necessary” requirement. Kales v. Com- 
missioner of Internal Revenue, 101 F. (2d) 35 (C. C. A. 6th, 1939) ; 
Van Wart v. Commissioner, 295 U. S. 112, 55 Sup. Ct. 660, 79 L. 
ed. 1336 (1934). And deductible business expense must bear some 
reasonable relation to such business. White v. Commissioner of In- 
ternal Revenue, 61 F. (2d) 726 (C. C. A. 9th, 1933). An expense 
is not deductible if claimed solely on the ground that it is related to 
the taxpayer’s business or is a benefit to it. Commissioner of Internal 
Revenue v. The Hub, Inc., 68 F. (2d) 349 (C. C. A. 4th, 1934). 
Medical and hospital expenses incurred during the taxable year are 
personal expenses and therefore not deductible in computing net in- 
come. Bourne v. Commissioner of Internal Revenue, 62 F. (2d) 648 
(C. C. A. 4th, 1933) cert. den. 290 U. S. 650, 54 Sup. Ct. 67, 78 
L. ed. 1048 (1933). While all the ordinary and necessary expenses 
paid or incurred during the taxable year with respect to the manage- 
ment, protection, and conservation of properties producing taxable 
income should be allowed as deductions in computing net income, 
care should be taken in this connection to distinguish expenses of a 
capital or personal nature. I. T. 2751, XITI—1 Cum. Bull. 43 (1934). 
Reg. 101, 23 (a)-5 “Professional expenses.—A professional man may 
claim as deductions the cost of supplies used by him in the practice 
of his profession . . . Amounts currently expended for books, fur- 
niture, and professional instruments and equipment, the useful life 
of which is short, may be deducted.” Sec. J 11, 321 Prentice-Hall 
Federal Tax Service (1939). Expenditures by a professional singer 
for treatment by a throat specialist necessary in order to maintain 
the vocal standard required by his engagements were not deductible. 
They were clearly in the nature of personal expenses although in- 
curred in the pursuit of an occupation. The law makes no exception 
in the case of a taxpayer who, by reason of his carrying on of a 
certain occupation, is obliged to spend more for personal expenses 
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than he otherwise would. O. D. 1032, 5 Cum. Bull. 172 (1921). 
But the cost to petitioner of dental bridge work to replace teeth 
knocked out in filming a prize fight picture was deductible as a busi- 
ness expense. Denny v. Commissioner of Internal Revenue, 33 
B. T. A. 738, 743 (1935). The cost of clothing destroyed in per- 
forming the feats required of him in the making of pictures was 
deductible to the petitioner. Charles Hutchison, 13 B. T. A. 1187 
(1928). The cost of wigs, costumes, and make-up necessary in peti- 
tioner’s profession was allowed as a deduction. Denny v. Commis- 
sioner of Internal Revenue, supra at 745. Expenses incurred in 
physical training before appearing in a motion picture were allowed. 
Charles Hutchison, supra; Denny v. Commissioner of Internal Rev- 
enue, supra. Where exact proof of expenses incurred in the carrying 
on of a trade or business is missing it is the duty of the Board of 
Tax Appeals to make as close an approximation as it can, bearing 
heavily, if it chooses, upon the taxpayer whose inexactitude is of his 
own making. But to allow nothing at all is inconsistent with saying 
that something was spent. Cohan v. Commissioner, 39 F. (2d) 540 
(C. C. A. 2d, 1930). It is submitted that this point is an answer 
to the second ground of the court’s decision here. The petitioner did 
not claim the full amount of the cost of the teeth but allowed a 
reasonable sum for a set of ordinary teeth and claimed the difference 
as an expense incurred in carrying on his profession. The federal 
income tax is aimed at net income, determined from gross income 
less such items as necessary expenses incurred or capital consumed 
in earning it. Helvering v. Lazarus & Co., 308 U. S. 252, 254, 60 
Sup. Ct. 209. 84 L. ed. 229 (1939). A taxpayer should be granted 
a deduction for the direct expenses he has incurred in connection 
with his income. All expenses attributable to the collection or pro- 
duction of taxable income are not permitted as deductions, because 
the present statute limits deductible expenses to those incurred in 
carrying on a trade or business. An amendment to the Revenue Act 
was recommended so as to expressly include as deductible items all 
expenses not at present deductible which are immediately and directly 
incurred in the collection or production of income. limited to fiftv 
percent of the amount collected or produced. H.R. Jan. 14, 75th 
Cong., 2d Sess. (1938). 

It is submitted that the conclusion reached here by the majority 
of the court is wrong. Although nothing could be more personal in 
one sense of the term than a set of false teeth, they were made neces- 
sarv bv the petitioner’s peculiar profession. Expenditures are not 
to be disallowed as not a business expense merelv because the busi- 
ness is the exploitation of one’s personal gifts. As well might it be 
said that expenditures for costumes, rouge, face paints, and the like, 
all intimately personal, should not be allowed. =. a Fe 


TRADE REGULATION—UNFAIR COMPFTITION—“BREAK AND TAKE” 
Canny Sates.—In 1935 Runte Bros. Inc.. an Tllinois candy manu- 
facturing establishment, sold its Summer Bar Assortment to dealers 
in that state. The assortment consisted of what the trade calls “break 
and take” packages, which makes the amount of candy that the pur- 





RECENT CASES 989 


chaser receives dependent upon chance. Most of the pieces in any 
one lot have the same colored centers. A few have centers of a dif- 
ferent color and when a purchaser gets one of these he receives a 
larger piece of candy. The Federal Trade Commission, deeming 
this an unfair method of competition within the meaning of §5 of 
the Federal Trade Commission Act, 38 Stat. 719 (1914), as 
amended, 15 U. S. C. § 45 (1934), issued a cease and desist order. 
The theory of the Commission was that although the sales were 
purely in intrastate commerce such practice enabled Bunte Bros., Inc., 
to compete unfairly with manufacturers outside of Illinois which sold 
candy in that state as they could not employ the “break and take” 
system due to existing cease and desist orders covering interstate 
commerce. This theory was rejected by the Circuit Court in Bunte 
Bros. Inc. v. F. T. C., 110 F. (2d) 412 (C. C. A. 7th, 1940). Held, 
that the Federal Trade Commission Act does not authorize the Com- 
mission to proceed against business practices that are employed in 
purely intrastate commerce on the ground that such proceeding is 
preventing unfair competition in interstate commerce. Federal Trade 
Commission v. Bunte Bros. Inc., 61 Sup. Ct. 580 (U. S. 1941). 
Section 5 of the Federal Trade Commission Act, supra, provides: 
“Unfair methods of competition in commerce, and unfair or deceptive 
acts or practices in commerce, are hereby declared unlawful. The 
Commission is hereby empowered and directed to prevent persons, 
partnerships, or corporations, except . . ., from using unfair meth- 
ods of competition in commerce and unfair or deceptive acts or prac- 
tices in commerce.’ Section 4 defines commerce as “commerce among 
the several states or with foreign nations, . . .” Acting under sec- 
tion 5 the Commission has prevented false advertising, misbranding 
of goods, misrepresentation, passing off goods as those of another, 
sales by lottery, and many other practices that are deemed to be un- 
fair competition. Sears, Roebuck & Co. v. F. T. C., 258 Fed. 307 
(C. C. A. 7th, 1919); F. T. C. v. Winsted Hosiery Co., 258 U. S. 
483, 42 Sup. Ct. 384, 66 L. ed. 729 (1922); F. T. C. v. Algoma 
Lumber Co., 291 U. S. 67, 54 Sup. Ct. 315, 78 L. ed. 655 (1934) ; 
Masland Duraleather Co. v. F. T. C., 34 F. (2d) 733 (C. C. A. 3d, 
1929); Cf., F. T. C. v. Klesner, 280 U. S. 19, 50 Sup. Ct. 1, 74 L. 
ed. 138 (1929); see Handler, Unfair Competition and the Federal 
Trade Commission (1940) 8 Gro. Wasu. L. Rev. 399. The first 
notable case of prevention of “break and take” candy sales was 
F, T. C. v. Keppel, 291 U. S. 304, 54 Sup. Ct. 423, 78 L. ed. 814 
(1934). One of the assortments in that case involved the giving of 
prizes to the purchasers of candy with a specially colored center, which 
is the same practice as that encountered in the instant case, and the 
Court upheld the Commission in its finding that such sales consti- 
tuted unfair competition as many of the manufacturers used the 
“straight sale” system. See Fathchild, Statutory Unfair Competition 
(1936) 1 Mo. L. Rev. 20, 34-41. Since the Keppel case the F. T. C. 
has been upheld by the courts in its attacks on the “break and take,” 
lottery, and punchboard sales systems in Walter H. Johnson Candy 
Co. v. F. T. C., 78 F. (2d) 717 (C. C. A. 7th, 1935); Hofeller v. 
F. T. C., 82 F. (2d) 647 (C. C, A. 7th, 1936) ; cert. den., 299 U. S, 
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557, 57 Sup. Ct. 18, 81 L. ed. 410 (1936); F. T. C. v. McLean & 
Son, 84 F. (2d) 910 (C. C. A. 7th, 1936), cert. den., 299 U. S. 590, 
57 Sup. Ct. 117, 81 L. ed. 435 (1936); F. T. C. v. Martoccio Co., 
87 F. (2d) 561 (C. C. A. 8th, 1937), cert. den., 301 U. S. 691, 57 
Sup. Ct. 794, 81 L. ed. 1347 (1937); Chicago Silk Co. v. F. T. C., 
90 F. (2d) 689 (C. C. A. 7th, 1937), cert. den., 302 U. S. 753, 58 
Sup. Ct. 281, 82 L. ed. 582 (1937) ; Ardelle v. F. T. C., 101 F. (2d) 
718 (C. C. A. 9th, 1939) ; Bunte Bros. Inc. v. F. T. C., 104 F. (2d) 
996 (C. C. A. 7th, 1939) ; National Candy Co., v. F. T. C., 104 F. 
(2d) 999 (C. C. A. 7th, 1939), cert. den., 308 U. S. 610, 60 Sup. Ct. 
174, 84 L. ed. 510 (1939); and Ostler Candy Co. v. F. T. C., 106 
F. (2d) 962 (C. C. A. 10th, 1939); cert. den., 309 U. S. 675, 60 
Sup. Ct. 712, 84 L. ed. 1020 (1940). The courts have enforced cease 
and desist orders based upon such practices in F. T. C. v. Southern 
Premium Mfg. Co., 83 F. (2d) 1008 (C. C. A. 5th, 1936); F. T. C. 
v. Ziegler Co., 90 F. (2d) 1007 (C. C. A. 7th, 1937); F. T. C. v. 
Barager-W ebster Co., 95 F. (2d) 1000 (C. C. A. 7th, 1937); 
F. T. C. v. American Candy Co., 97 F. (2d) 1001 (C. C. A. 7th, 
1938); and F. T. C. v. Miller Co., 97 F. (2d) 563 (C. C. A. Ist, 
1938). Without an exception, these cases have involved interstate 
commerce and not since the inception of the Commission has it con- 
tended that it should be able to prevent intrastate unfair competition 
in order to prevent inequalities as to interstate businesses which were 
subject to regulation by the Commission. In 1935 Congress refused 
to extend the authority of the Commission to transactions “affecting” 
interstate commerce. S. Rep. No. 46, 74th Cong., Ist Sess. (1935). 

In the instant case it was urged that the situation was analogous to 
the intrastate regulation of rates by the Interstate Commerce Commis- 
sion and reliance was placed upon the Shreveport doctrine—first stated 
in Houston E. & W. Texas Ry. v. United States, 234 U. S. 342, 34 
Sup. Ct. 833, 58 L. ed. 1341 (1914). The Court, however, was un- 
willing to assent to such an extension of that doctrine and stated that 
the proposed enlargement of the scope of the Commission’s activities 
should await a clearer mandate from Congress. The recently decided 
Darby case was distinguished by the Court. In that case the problem 
was whether Congress had the constitutional authority to do what it 
had done. United States v. F. W. Darby Lumber Co., 61 Sup. Ct. 
451 (U. S. 1941) (upholding the validity of the Fair Labor Stand- 
ards Act). The case under consideration presented the question of 
what the Congress had actually done—not what it could have done. 
The majority opinion is based upon a common sense interpretation of 
section 4 of the F. T. C. Act. ‘“ ‘Commerce’ means commerce among 
the several states or with foreign nations,” and clearly restricts the 
activities of the Commission to interstate commerce. Justices Douglas, 
Black, and Reed dissented on the ground that the purpose of the 
F. T. C. Act was to protect interstate commerce against specified 
types of injury. An unfair method of competition, reasoned Mr. 
Justice Douglas, is “in” interstate commerce not only when it has an 
interstate origin but also when it has a direct interstate impact. There 
is certainly much to be said in favor of this argument but it hardly 
appears to be consistent with the terms of the statute. 
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From a logical point of view it seems that the case was properly 
decided. The Supreme Court is a judicial body and should take care 
not to involve itself in legislation by judicial decision. The Court 
left little doubt that an extension of Commission’s authority by Con- 
gress would be sustained. It is conceded that the decision may leave 
the way open for intrastate manufacturers to compete on an unfair 
basis with interstate manufacturers but it is submitted that the proper 
way to correct this condition is by Congressional action. R. A. S. 


Unitep States—Contracts—RicHtT To SuE—WuHat Law.— 
Under authority of the Tucker Act, 24 Stat. 505 (1887), as amended, 
28 U.S. C. A. § 41 (20) ; 32 Stat. 326 (1902), 40 U. S.C. A. § 269, 
plaintiff sued the United States government acting through the Soil 
Conservation Service, Department of Agriculture. The action was 
brought to recover a sum of money alleged to be due under a con- 
tract for the sale of pumps. The answer admitted non-payment and 
justified the deduction by reason of a clause in the contract providing 
for liquidated damages. Plaintiff moved for a summary judgment 
on the ground that the United States, by admitting that the delay in 
delivery of the pumps did not contribute to the government’s delay 
in putting them into use, has conceded that the government has suf- 
fered no damage. The contract was made in the District of Columbia 
and performed in California. Held, that the motion for a summary 
judgment was denied on the ground that federal law, allowing recov- 
ery of liquidated damages upon mere proof of an explicit contractual 
undertaking to that effect, is the controlling law. The court stated 
that when the right to sue the government on a contract is confined 
to its own courts we have clearly a right arising under the laws of 
the United States, as to which state rules are inapplicable. Byron 


Jackson Co. v. United States, 35 F. Supp. 665 (S. D. Calif. 1940). 


Seven months before this case was decided a federal court in 
Colorado reached an opposite result. United States v. Brookridge 
Farm, Inc., 27 F. Supp. 909 (C. C. A. 10th, 1940). The parties 
entered into a contract which was declared illegal by the Comptroller 
General of the United States before time for performance. Later, 
the parties entered into a second contract and Brookridge Farm sued 
the United States to recover damages for breach of the first contract. 
The court stated that the question whether or not the execution and 
performance of the second contract foreclosed plaintiff from recover- 
ing damages which accrued after the signing of the first contract must 
be determined by the law of Colorado, citing Eric v. Tompkins, 304 
U. S. 64, 58 Sup. Ct. 817, 82 L. ed. 1188 (1938). 


Except for Brookridge Farm, Inc. v. United States, to which the 
California court did not refer, there have been no cases involving the 
effect of the Erie v. Tompkins decision on suits on a contract to which 
the United States is a party. The court, in deciding that the Erie 
case was not controlling, appeared to rely primarily on considerations 
of public policy, 7.¢., the advantage in having all clauses of the 
myriad contracts to which the government is a party interpreted uni- 
formly. The court did, however, cite two Supreme Court decisions 
in support of its statement that when the right to sue the government 
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on a contract is confined to its own courts we have clearly a right 
arising under the laws of the United States as to which state rules 
are inapplicable. Board of County Commissioners v. United States, 
308 U. S. 343, 349, 350, 60 Sup. Ct. 285, 84 L. ed. 313 (1939) con- 
cerned the collection of interest from a county for taxes wrongfully 
obtained from land held under trust by the United States for the 
benefit of an Indian allottee. The Court decided the case according 
to local law on grounds adopted by federal courts long before Erie v. 
Tompkins, and it is difficult to discover, in anything the Court said, 
support for the application of federal law in the Byron case. The 
second case cited, Deitrich v. Greaney, 309 U. S. 190, 200, 60 Sup. 
Ct. 480, 84 L. ed. 864 (1940), was a suit brought for violation of 
one of the provisions of the National Bank Act. In refusing to 
apply the state’s rule that illegality makes a contract void, the Court 
stated that the judicial determination of the legal consequences which 
flow from acts condemned as unlawful by the National Bank Act 
involves decision of a federal, not a state question. But the courts 
have not universally followed federal law in deciding cases of this 
type, that is, cases involving federal statutes which fail to cover 
completely the scope of their subject matter. (1941) 9 Geo. Wasu. 
L. Rev. 465. Thus in Perkins, Secretary of Labor v. U. S. ex rel. 
Melesevic, 99 F. (2d) 255 (1938), which concerned the Immigration 
Act, the Court held that the effect of the pardon statute must be 
determined by the decisions of the Supreme Court of Pennsylvania. 
State law has been applied in other cases involving the National Bank 
Act and the Bankruptcy Act. In re Kountz Bros., 103 F. (2d) 785 
(C. C. A. 2d, 1939) (to determine whether a deposit was special or 
general) ; In re Smith, 23 F. Supp. 174 (S. D. W. Va. 1938), rev’d 
on another ground, 101 F. (2d) 903 (C. C. A. 3d, 1939) (to deter- 
mine whether an assignment was valid; National Automatic Tool 
Co. v. Goldie (Cox, Garnishee), 27 F. Supp. 399 (Minn. 1939) (to 
determine whether funds held by a trustee in bankruptcy are subject 
to garnishment at the instance of a judgment creditor of the assignor 
of anticipated dividends). A study of the cases involving federal 
statutes since the Erie decision indicates that the court in each in- 
stance has decided the question of what law to apply from the stand- 
point of whether the intent of the statute might be affected by the 
application of local law, and, if it should, the court will apply a 
federal rule. (1941) 9 Gro. Wasn. L. Rev. 473. 

The federal courts have been freer in adopting the law of the state 
where the United States government has completely waived its im- 
munity from suit. Thus, where a government corporation is a party 
the courts have applied local law in accordance with the Erie v. 
Tompkins decision in exactly the same as in a suit between two pri- 
vate parties. Reconstruction Finance Corporation v. Maryland Cas- 
ualty Co., 23 F. Supp. 1008 (Md. 1938): U.S. v. Bethlehem Steel 
Corporation, 26 F. Supp. 259 (E. D. Pa. 1938). In two suits by land- 
owners to recover damages caused by the establishment of a military 
post at Fort Knox, Kentucky, where the right to sue was obtained by 
a private act and jurisdiction conferred on the district courts to hear 
the suit, the court said that the allowance of damages must be deter- 
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mined in accordance with the rule laid down by the Kentucky Court 
of Appeals, citing Erie v. Tompkins. Carr v. U. S., 28 F. Supp. 236 
(W. D. Ky. 1939). Congress has made it clear that it is in accord 
with this application of the local law because in another private act, 
conferring jurisdiction on the district court to hear a claim for 
wrongful death, the act cited Erie v. Tompkins and stated that the 
right to recover was to be determined under Florida statute. 

Prior to the Erie v. Tompkins decision the established rule was to 
follow federal law where the United States was being sued on a 
contract. It is impossible to draw any conclusions about what the 
law will be in the future, inasmuch as the only two cases since Erie 
v. Tompkins which have been decided squarely on that issue are in 
complete conflict. However, it seems to be indicated in various cases 
where the United States is a party or where a federal statute is the 
basis of suit that if the courts continue the rule that federal law shall 
govern where the United States is sued on a contract, it will be 
largely on the ground of public policy in uniformity of decisions, 
and not on the extreme theory of the Byron case that since the right 
to sue the government on a contract is confined to its own courts 
we have clearly a right arising under the laws of the United States 
as to which state rules are inapplicable. z. i. os 
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